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Preface
About AICPA Audit and Accounting Guides
This AICPA Audit and Accounting Guide has been developed by the AICPA
State and Local Government Audit Guide Revision Task Force (task force) to
assist management in the preparation of their financial statements in conformity with U.S. generally accepted accounting principles (GAAP) and to assist
practitioners in performing and reporting on their audit engagements.
The Financial Reporting Executive Committee (FinREC) is the designated
senior committee of the AICPA authorized to speak for the AICPA in the areas
of financial accounting and reporting. Conforming changes made to the financial accounting and reporting guidance contained in this guide are approved by
the FinREC Chair (or his or her designee). Updates made to the financial
accounting and reporting guidance in this guide exceeding that of conforming
changes are approved by the affirmative vote of at least two-thirds of the
members of FinREC. This guide does the following:

•

Identifies certain requirements set forth in GAAP for governmental
entities.

•

Describes FinREC’s understanding of prevalent or sole industry
practice concerning certain issues. In addition, this guide may indicate that FinREC expresses a preference for the prevalent or sole
industry practice, or it may indicate that FinREC expresses a preference for another practice that is not the prevalent or sole industry
practice; alternatively, FinREC may express no view on the matter.

•

Identifies certain other, but not necessarily all, industry practices
concerning certain accounting issues without expressing FinREC’s
views on them.

•

Provides guidance that has been supported by FinREC on the accounting, reporting, or disclosure treatment of transactions or events
that are not set forth in GAAP for governmental entities.

Accounting guidance for governmental entities included in an AICPA Audit and
Accounting Guide, and cleared by the Governmental Accounting Standards
Board (GASB), is a source of authoritative accounting guidance described in
category (b) of the hierarchy of GAAP for state and local governmental entities.
The GAAP-related accounting provisions of this guide have been cleared by
GASB, except the provisions in paragraphs 14.88–.103 for GAAP-based fund,
departmental, and summary financial statements in chapter 14, “Audit Reporting,” and chapter 15, “Financial Statements Prepared in Accordance With
a Special Purpose Framework, “of this guide. AICPA members should be
prepared to justify departures from GAAP as discussed in Rule 203, Accounting
Principles (AICPA, Professional Standards, ET sec. 203 par. .01).
Auditing guidance included in an AICPA Audit and Accounting Guide is
recognized as an interpretive publication as defined in AU-C section 200,
Overall Objectives of the Independent Auditor and the Conduct of an Audit in
Accordance With Generally Accepted Auditing Standards (AICPA, Professional
Standards). Interpretive publications are recommendations on the application
of generally accepted auditing standards (GAAS) in specific circumstances,
including engagements for entities in specialized industries.
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An interpretive publication is issued under the authority of the AICPA Auditing
Standards Board (ASB) after all ASB members have been provided an opportunity to consider and comment on whether the proposed interpretive publication is consistent with GAAS. The members of the ASB have found the
auditing guidance in this guide to be consistent with existing GAAS.
Although interpretive publications are not auditing standards, AU-C section
200 requires the auditor to consider applicable interpretive publications in
planning and performing the audit because interpretive publications are relevant to the proper application of GAAS in specific circumstances. If the auditor
does not apply the auditing guidance in an applicable interpretive publication,
the auditor should document how the requirements of GAAS were complied
with in the circumstances addressed by such auditing guidance.
The ASB is the designated senior committee of the AICPA authorized to speak
for the AICPA on all matters related to auditing. Conforming changes made to
the auditing guidance contained in this guide are approved by the ASB Chair
(or his or her designee) and the Director of the AICPA Audit and Attest
Standards Staff. Updates made to the auditing guidance in this guide exceeding
that of conforming changes are issued after all ASB members have been
provided an opportunity to consider and comment on whether the guide is
consistent with the Statements on Auditing Standards (SASs).
Attestation guidance included in an AICPA Audit and Accounting Guide is
recognized as an attestation interpretation defined in AT section 50, SSAE
Hierarchy (AICPA, Professional Standards). Attestation interpretations are
recommendations on the application of Statements on Standards for Attestation Engagements (SSAEs) in specific circumstances, including engagements
for entities in specialized industries. Attestation interpretations are issued
under the authority of the ASB. The members of the ASB have found the
attestation guidance in this guide to be consistent with existing SSAEs.
A practitioner should be aware of and consider attestation interpretations
applicable to the practitioner’s attestation engagement. If the practitioner does
not apply the guidance included in an applicable AICPA Audit and Accounting
Guide, the practitioner should be prepared to explain how the practitioner
complied with the SSAE provisions addressed by such attestation guidance.
The ASB is the designated senior committee of the AICPA authorized to speak
for the AICPA on all matters related to attestation. Conforming changes made
to the attestation guidance contained in this guide are approved by the ASB
Chair (or his or her designee) and the Director of the AICPA Audit and Attest
Standards Staff. Updates made to the attestation guidance in this guide
exceeding that of conforming changes are issued after all ASB members have
been provided an opportunity to consider and comment on whether the guide
is consistent with the SSAEs.

Purpose and Applicability
The AICPA developed this guide to help auditors understand the GAAP
applicable to the financial statements of state and local governments and audit
and report on those financial statements in accordance with GAAS. This guide
is designed as a tool for auditors of governmental entities of all sizes. The
nature, timing, and extent of auditing procedures in a particular engagement
are matters of professional judgment and will vary depending upon numerous
factors, including the size of the entity and its organizational structure and
internal control, materiality considerations, the auditor’s assessment of risk,
and applicable laws, regulations, and provisions of grants and contracts.
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This guide applies to all state and local governments as defined in chapter 1,
“Overview and Introduction.” Certain other AICPA Audit and Accounting
Guides also apply to audits of certain state and local governments, as discussed
in chapter 1. In particular, auditors who perform audits under Government
Auditing Standards, the Single Audit Act Amendments of 1996, and Office of
Management and Budget Circular A-133, Audits of States, Local Governments,
and Non-Profit Organizations, should refer to the AICPA Audit Guide Government Auditing Standards and Circular A-133 Audits.

Limitations and Coverage
This guide is designed to provide guidance to auditors who are new to state and
local governmental accounting and auditing as well as to auditors experienced
in state and local governmental accounting and auditing. This guide assumes
that the auditor has expertise in accounting and auditing, in general, but not
necessarily in the specialized accounting and auditing practices applicable to
state and local governments. Therefore, the guide concentrates on the accounting standards and auditing procedures that are unique to or significant for
those governments. This guide also is intended to be useful in providing
accounting and financial reporting guidance to preparers of governmental
financial statements. The guidance presented here is not all inclusive; it is
limited to certain matters that warrant special emphasis or that experience has
indicated may be useful. Although this guide does not incorporate, repeat, or
summarize all authoritative pronouncements that apply to state and local
governments, it does consider relevant guidance contained in authoritative
pronouncements through those indicated in this preface.
Authoritative pronouncements should be applied based on the effective dates
in the pronouncements. The AICPA staff will make conforming changes to this
guide annually to incorporate relevant guidance in new accounting and auditing pronouncements. Users of this guide should consider pronouncements
issued after those listed in this preface to consider their effect on state and local
governments.

Recognition
2013 Guide Edition
AICPA Senior Committees
Auditing Standards Board
James R. Dalkin, Member

Financial Reporting Executive
Committee
Richard C. Paul, Chair

Bruce P. Webb, Chair
The AICPA gratefully acknowledges Ben Kohnle for his valuable assistance in
updating the 2013 edition of the guide.
The AICPA gratefully acknowledges those members of the AICPA State and
Local Government Expert Panel who reviewed or otherwise contributed to the
development of this edition of the guide: Edward Chait, Patricia Duperron,
Michael Fritz, John Gilberto, Carla Gogin, John Good, Joe Heffernan, Ben
Kohnle, Michael Martin, Lealan Miller, Anita Supinski, and the chair of the
expert panel, Jeff Markert.
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The AICPA also thanks John Montoro for his valuable assistance in updating
the 2013 edition of the guide.
AICPA Staff
Lucy Gallo
Technical Manager
Accounting and Auditing Publications
Laura Hyland
Technical Manager
Governmental Auditing and Accounting
and Staff Liaison to the
AICPA State and Local Government Expert Panel

Guidance Considered in This Edition
This edition of the guide has been modified by the AICPA staff to include certain
changes necessary due to the issuance of authoritative guidance since the guide
was originally issued, and other revisions as deemed appropriate. Authoritative
guidance issued through March 1, 2013, has been considered in the development of this edition of the guide.
Authoritative guidance that is issued and effective for entities with fiscal years
ending on or before March 1, 2013, is incorporated directly in the text of this
guide. The presentation of authoritative guidance issued but not yet effective
as of March 1, 2013, for entities with fiscal years ending after that same date
is presented as a guidance update, which is a shaded area that contains
information on the new guidance and a reference to appendix A, “Guidance
Updates,” where appropriate. The distinct presentation of this content is
intended to aid the reader in differentiating content that may not be effective
for the reader’s purposes.
This guide includes relevant guidance issued up to and including the following:

•

GASB Statement No. 69, Government Combinations and Disposals of
Government Operations

•

GASB Interpretation No. 6, Recognition and Measurement of Certain
Liabilities and Expenditures in Governmental Fund Financial
Statements—an interpretation of NCGA Statements 1, 4, and 5;
NCGA Interpretation 8; and GASB Statements No. 10, 16, and 18

•

GASB Technical Bulletin 2008-1, Determining the Annual Required
Contribution Adjustment for Postemployment Benefits

•

GASB Concepts Statement No. 5, Service Efforts and Accomplishments Reporting—an amendment of GASB Concepts Statement No. 2

•

GASB Comprehensive Implementation Guide 2012–2013 as of June
2012

•

SAS No. 127, Omnibus Statement on Auditing Standards—2013
(AICPA, Professional Standards)

•

Statement of Position 12-1, Reporting Pursuant to the Global Investment Performance Standards (AICPA, Technical Practice Aids, AUD
sec. 14,450)
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•

SSAE No. 17, Reporting on Compiled Prospective Financial Statements When the Practitioner’s Independence Is Impaired (AICPA,
Professional Standards, AT sec. 301 par. .23)

Users of this guide should consider guidance issued subsequent to those items
listed previously to determine their effect on entities covered by this guide. In
determining the applicability of recently issued guidance, its effective date
should also be considered.
The changes made to this edition of the guide are identified in the Schedule of
Changes appendix. The changes do not include all those that might be considered necessary if the guide were subjected to a comprehensive review and
revision.

Defining Professional Responsibilities in AICPA
Professional Standards
AICPA professional standards applicable to audit engagements use the following two categories of professional requirements, identified by specific terms, to
describe the degree of responsibility they impose on auditors:

•

Unconditional requirements. The auditor must comply with an unconditional requirement in all cases in which such requirement is
relevant. GAAS use the word must to indicate an unconditional
requirement.

•

Presumptively mandatory requirements. The auditor must comply
with a presumptively mandatory requirement in all cases in which
such a requirement is relevant except in rare circumstances. GAAS
use the word should to indicate a presumptively mandatory requirement.

In rare circumstances, the auditor may judge it necessary to depart from a
relevant presumptively mandatory requirement. In such circumstances, the
auditor should perform alternative audit procedures to achieve the intent of
that requirement. The need for the auditor to depart from a relevant presumptively mandatory requirement is expected to arise only when the requirement
is for a specific procedure to be performed and, in the specific circumstances of
the audit, that procedure would be ineffective in achieving the intent of the
requirement.
Prior to SAS No. 122, Statements on Auditing Standards: Clarification and
Recodification (AICPA, Professional Standards), the phrase is required to or
requires was used to express an unconditional requirement in GAAS (equivalent to must). With the issuance of SAS No. 122, the phrases is required to and
requires do not convey a requirement or the degree of responsibility it imposes
on auditors. Instead those terms are used to express that a requirement exists.
The terms are typically used in the clarified auditing standards to indicate that
a requirement exists elsewhere in GAAS.

References to Professional Standards
In citing GAAS and their related interpretations, references use section numbers within the codification of currently effective SASs and not the original
statement number, as appropriate.
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AICPA.org Website
The AICPA encourages you to visit its website at www.aicpa.org, the Governmental Audit Quality Center (GAQC) website at www.aicpa.org/GAQC, and the
Financial Reporting Center at www.aicpa.org/FRC. The GAQC is a voluntary
membership center for CPA firms and state audit organizations designed to
improve the quality and value of governmental audits. For the purposes of the
GAQC, governmental audits are performed under Government Auditing Standards and are audits and attestation engagements of federal, state, or local
governments; not-for-profit entities; and certain for-profit organization, such as
housing projects and colleges and universities that participate in governmental
programs or receive governmental financial assistance. The GAQC website
provides information and resources to those performing governmental audits.
The Financial Reporting Center supports members in the execution of highquality financial reporting. Whether you are a financial statement preparer or
a member in public practice, this center provides exclusive member-only
resources for the entire financial reporting process and timely and relevant
news, guidance, and examples supporting the financial reporting process,
including accounting, preparing financial statements, and performing compilation, review, audit, attest or assurance, and advisory engagements. Certain
content on the AICPA’s websites referenced in this guide may be restricted to
AICPA members only.

Select Recent Developments Significant to This Guide
ASB’s Clarity Project
To address concerns over the clarity, length, and complexity of its standards, the
ASB has made a significant effort to clarify the SASs. The ASB established
clarity drafting conventions and undertook to redraft all of its SASs in accordance with those conventions, which include the following:

•
•
•

Establishing objectives for each clarified SAS
Including a definitions section, where relevant, in each clarified SAS
Separating requirements from application and other explanatory
material

•

Numbering application and other explanatory material paragraphs
using an A- prefix and presenting them in a separate section that
follows the requirements section

•

Using formatting techniques, such as bulleted lists, to enhance
readability

•

Including, when appropriate, special considerations relevant to audits of smaller, less complex entities within the text of the clarified
SAS

•

Including, when appropriate, special considerations relevant to audits of governmental entities within the text of the clarified SAS

In addition, as the ASB redrafted standards for clarity, it also converged the
standards with the International Standards on Auditing (ISAs), issued by the
International Auditing and Assurance Standards Board. As part of redrafting
the standards, they now specify more clearly the objectives of the auditor and
the requirements which the auditor has to comply with when conducting an
audit in accordance with GAAS.
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With the release of SAS Nos. 117–120 and SAS Nos. 122–127, the project is near
completion. As of the date of this guide, the only SAS remaining to be clarified
is SAS No. 65, The Auditor’s Consideration of the Internal Audit Function in an
Audit of Financial Statements (AICPA, Professional Standards, AU sec. 322).
Note that SAS No. 122 withdraws SAS No. 26, Association With Financial
Statements from Professional Standards.
SAS Nos. 122–127 are effective for audits of financial statements for periods
ending on or after December 15, 2012. Refer to individual AU-C sections for
specific effective date language.
As part of the clarity project, AU section numbers have been renumbered based
on equivalent ISAs. Guidance is located in “AU-C” section numbers instead of
“AU” section numbers. “AU-C” is a temporary identifier being used to avoid
confusion with references to extant “AU” sections, which will remain in Professional Standards through 2013. The “AU-C” identifier will revert to “AU” in
2014, which time substantially all engagement for which the extant standards
were still effective are expected to be completed. Note that AU-C section
numbers for clarified SASs with no equivalent ISAs have been assigned new
numbers. The ASB believes that this recodification structure will aid firms and
practitioners that use both ISAs and GAAS.
All auditing interpretations corresponding to a SAS have been considered in the
development of a clarified SAS and incorporated accordingly, and have been
withdrawn by the ASB except for certain interpretations that the ASB has
retained and revised to reflect the issuance of SAS No. 122. The effective date
of the revised interpretations aligns with the effective date of the corresponding
clarified SAS.
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Chapter 1

Overview and Introduction
The U.S. Government Accountability Office issued Government Auditing Standards, 2011 Revision (2011 revision) in December 2011. The most significant
change in the 2011 revision relates to auditor independence. The 2011 revision
supersedes the 2011 Internet Version of Government Auditing Standards that
was issued in August 2011 and also replaces Government Auditing Standards,
July 2007 Revision. The effective date of the 2011 revision for financial audits
and attestation engagements is for periods ending on or after December 15,
2012. Early implementation is not permitted.
The AICPA Audit Guide Government Auditing Standards and Circular A-133
Audits further discusses Government Auditing Standards requirements and
guidance relating to financial audits. The 2013 edition of that guide has been
conformed to reflect the requirements and guidance in the 2011 revision.

Scope and Purpose
1.01 This Audit and Accounting Guide applies to all state and local
governments.1, 2 , 3 Governmental entities are subject to generally accepted
accounting principles (GAAP) for state and local governments as described later
in this chapter. Public corporations4 and bodies corporate and politic are
governmental entities. Other entities are governmental if they have one or
more of the following characteristics:

•

Popular election of officers or appointment (or approval) of a controlling majority of the members of the organization’s governing body
by officials of one or more state or local governments

1
Auditing and accounting matters associated with the federal government are not within
the scope of this guide. Throughout this guide, state and local governments may be referred to
using the terms governments or governmental entities.
2
Certain component units do not meet the definition of a government contained in this
paragraph and, consequently, accounting, financial reporting, and auditing matters associated
with the separate financial statements of those component units are not within the scope of this
guide. However, accounting, financial reporting, and auditing matters associated with reporting
component units, including nongovernmental component units, in a reporting entity’s basic
financial statements, required supplementary information (RSI), and supplementary information other than RSI (referred to as “GASB defined” SI—see chapter 2, “Financial Reporting”)
are within the scope of this guide. Chapter 3, “The Financial Reporting Entity,” discusses the
Governmental Accounting Standards Board (GASB) standards for defining and reporting
component units.
3
Other AICPA Audit and Accounting Guides also may be applicable to audits of certain
governments. See paragraph 1.21.
4
Black’s Law Dictionary defines a public corporation as: “An artificial person (for example,
[a] municipality or a governmental corporation) created for the administration of public affairs.
Unlike a private corporation it has no protection against legislative acts altering or even
repealing its charter. Instrumentalities created by [the] state, formed and owned by it in [the]
public interest, supported in whole or part by public funds, and governed by managers deriving
their authority from [the] state.” Sharon Realty Co. v. Westlake, Ohio Com. Pl., 188 N.E.2d 318,
323, 25, O.O.2d 322. A public corporation is an instrumentality of the state, founded and owned
in the public interest, supported by public funds and governed by those deriving their authority
from the state. York County Fair Ass’n v. South Carolina Tax Commission, 249 S.C. 337, 154
S.E.2d 361, 362.
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•

The potential for unilateral dissolution by a government with the net
position reverting to a government

•

The power to enact and enforce a tax levy

Furthermore, entities are presumed to be governmental if they have the ability
to issue directly (rather than through a state or municipal authority) debt that
pays interest exempt from federal taxation. However, entities possessing only
that ability (to issue tax-exempt debt) and none of the other governmental
characteristics may rebut the presumption that they are governmental if their
determination is supported by compelling, relevant evidence.
1.02 Entities are governmental or nongovernmental for accounting, financial reporting, and auditing purposes based solely on the application of the
preceding criteria; other factors are not determinative. For example, the fact
that an entity is incorporated as a not-for-profit organization and exempt from
federal income taxation under the provisions of Section 501 of the Internal
Revenue Code is not a criterion in determining whether an entity is governmental or nongovernmental for accounting, financial reporting, and auditing
purposes.
1.03 Although some recognized Indian tribes may not meet the definition
of governmental entities in paragraph 1.01, many tribes use governmental
accounting and financial reporting guidance to prepare their financial statements. A section of chapter 12, “Special Purpose and State Governments,”
highlights the accounting, financial reporting, and auditing considerations
relating to recognized Indian tribes.
1.04 There are over 89,0005 recognized general- and special-purpose state
and local governmental entities in the United States. General-purpose governments are governmental entities that provide a range of services, such as states,
cities, counties, towns, and villages. Special-purpose governments are legally
separate entities that perform only one activity or only a few activities.
Special-purpose governments include, for example, cemetery districts, levee
districts, assessment districts, drainage districts, school districts, utilities,
hospitals or other health care organizations, public benefit corporations and
authorities, public employee retirement systems, public colleges and universities, governmental external investment pools, and public entity risk pools.
1.05 An audit of a governmental entity may be conducted under four
different groups of auditing standards or requirements:
a. Generally accepted auditing standards (GAAS)
b. The standards contained in Government Auditing Standards (also
referred to as the Yellow Book), issued by the Comptroller General of
the United States
c. The requirements of the Single Audit Act of 1984 and the Single
Audit Act Amendments of 1996 (the Single Audit Act) and Office of
Management and Budget (OMB) Circular A-133, Audits of States,
Local Governments, and Non-Profit Organizations6

5

U.S. Census Bureau, 2012 Census of Governments.
The first three groups of audit standards and requirements are cumulative and progressive. That is, Government Auditing Standards incorporates and adds requirements to generally
accepted auditing standards (GAAS), and the Single Audit Act incorporates and adds requirements to both Government Auditing Standards and GAAS.
6
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d. Other auditing requirements, such as those required by a state
oversight agency for audits of local governments
1.06 This guide discusses in detail the requirements for a financial
statement audit encompassed by GAAS. Under AU-C section 200, Overall
Objectives of the Independent Auditor and the Conduct of an Audit in Accordance With Generally Accepted Auditing Standards (AICPA, Professional Standards), this guide is an interpretive publication. That is, this guide provides
guidance on the application of GAAS in a governmental environment. This
guide also highlights the requirements for a financial audit encompassed by
Government Auditing Standards, referring where appropriate to the detailed
discussion of those standards in the AICPA Audit Guide Government Auditing
Standards and Circular A-133 Audits. That guide provides detailed guidance on
financial audits conducted in accordance with Government Auditing Standards
as well as audits conducted in accordance with the Single Audit Act and OMB
Circular A-133. Other auditing requirements are beyond the scope of GAAS and
this guide and generally are not discussed in this guide.
1.07 This guide provides guidance for the audits of governmental financial
statements that are prepared in conformity with GAAP7 and is based on
pronouncements issued or cleared by the Governmental Accounting Standards
Board (GASB). (See the following section for a discussion of GAAP for state and
local governments.) This guide contains a small amount of category (b) accounting guidance, which is listed in appendix D, “Category B Guidance.”
1.08 The accounting and auditing guidance in this guide may become
superseded by standards issued since its publication. Therefore, users of this
guide should consider auditing and accounting pronouncements issued subsequent to this guide.

GAAP for State and Local Governments
1.09 Pursuant to Rule 203, Accounting Principles, of the AICPA Code of
Professional Conduct (AICPA, Professional Standards, ET sec. 203 par. .01), the
AICPA recognizes GASB as the standard-setting authority for GAAP for state
and local governments. To provide accounting and financial reporting guidance
for governmental entities, GASB has issued various statements and interpretations, and its staff has issued various technical bulletins and implementation
guides.
1.10 GASB Statement No. 55, The Hierarchy of Generally Accepted Accounting Principles for State and Local Governments, as amended, defines the
sources of accounting principles used in the preparation of financial statements
of state and local governmental entities that are presented in conformity with
GAAP, and the framework for selecting those principles. GASB Statement No.
55 identifies the sources of GAAP, in descending order of authority, as follows:
a. Officially established accounting principles—GASB statements and
interpretations.

7
Chapters 14, “Audit Reporting,” and 15, “Financial Statements Prepared in Accordance
With a Special Purpose Framework,” also discuss auditor’s reports on summary financial
information (popular reports) and on financial statements prepared in conformity with a special
purpose framework.
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b. GASB Technical Bulletins and, if specifically made applicable to state
and local governmental entities by the AICPA and cleared by GASB,8
AICPA Industry Audit and Accounting Guides and AICPA Statements of Position.
c. AICPA Practice Bulletins, if specifically made applicable to state and
local governmental entities and cleared by GASB, as well as consensus positions of a group of accountants organized by GASB9 that
attempt to reach consensus positions on accounting issues applicable
to state and local governmental entities.
d. Implementation guides published by the GASB staff, as well as
practices that are widely recognized and prevalent in state and local
government.10
1.11 Under GASB Statement No. 55, as amended, if the accounting
treatment for a transaction or other event is not specified by a pronouncement
in category (a), a governmental entity should consider whether the accounting
treatment is specified by an accounting principle from a source in another
category. In such cases, if categories (b–d) contain accounting principles that
specify accounting treatments for a transaction or other event, the governmental entity should follow the accounting treatment specified by the accounting
principle from the source in the highest category (follow category [b] treatment
over category [c] treatment). If the accounting treatment for a transaction or
other event is not specified by a pronouncement or established in practice as
described in categories (a–d), a governmental entity should consider accounting
principles for similar transactions or other events within categories (a–d) and
may consider other accounting literature. Other accounting literature includes
the following:

•
•

GASB Concepts Statements
Pronouncements referred to in categories (a–d) of the GAAP hierarchy for nongovernmental entities if not specifically made applicable
to state and local governmental entities by GASB

•

Financial Accounting Standards Board statements, interpretations,
and concepts statements

•

Federal Accounting Standards Advisory Board statements, interpretations, technical bulletins, and concepts statements

•
•

AICPA issues papers
International Public Sector Accounting Standards of the International Public Sector Accounting Standards Board or International
Financial Reporting Standards of the International Accounting Standards Board, or pronouncements of other professional associations or
regulatory agencies

8
AICPA pronouncements specifically made applicable to state and local governments are
presumed to have been cleared by GASB, unless the pronouncement indicates otherwise.
9
GASB has not organized such a group.
10
A conclusion that a particular practice is widely recognized and prevalent is a matter of
professional judgment by individual financial statement preparers and auditors. Other accounting literature, as discussed in paragraph 1.11, cannot appropriately assert to represent
widely recognized and prevalent practices and, thus, category (d) guidance in whole or in part.
Similarly, references in this guide to common practices do not take the place of professional
judgment about whether a practice is widely recognized and prevalent or elevate that practice
from category (d) guidance.
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•

Technical Questions and Answers included in AICPA Technical Practice Aids

•

Accounting textbooks, handbooks, and articles

1.12 The appropriateness of other accounting literature depends on its
relevance to particular circumstances, the specificity of the guidance, and the
general recognition of the issuer or author as an authority. A governmental
entity should not follow the accounting treatment specified in accounting
principles for similar transactions or other events in cases in which those
accounting principles either prohibit the application of the accounting treatment to the particular transaction or other event or indicate that the accounting treatment should not be applied by analogy.
1.13 This guide makes various references to implementation guides published by GASB. As discussed in paragraph 1.10, those implementation guides
are category (d) guidance as defined in GASB Statement No. 55, and references
to their guidance in this guide do not elevate that guidance to category (b)
guidance. Further, GASB’s clearance of this guide does not elevate the guidance
it contains from the implementation guides to category (b) guidance. Similarly,
references in this guide to discussions or examples in the nonauthoritative
appendixes of GASB pronouncements or its staff’s implementation guides do
not elevate that guidance from other accounting literature.
1.14 Rule 203 prohibits an auditor from expressing an unmodified opinion
if the financial statements contain a material departure from accounting
principles promulgated by a body designated by the AICPA Council to establish
such principles (that is, category [a] guidance) unless, due to unusual circumstances, adherence to the pronouncements would make the statements misleading. Rule 203 states that the application of officially established accounting
principles almost always results in the fair presentation of financial position,
results of operations, and cash flows in conformity with GAAP. Nevertheless,
Rule 203 provides for the possibility that the literal application of such a
pronouncement might, in unusual circumstances, result in misleading financial
statements. In such a situation, Rule 203 requires the auditor’s report on the
financial statements to describe the departure, its approximate effects, if
practicable, and the reasons why compliance with the principle would result in
a misleading statement. (See paragraph .A15 of AU-C section 700, Forming an
Opinion and Reporting on Financial Statements [AICPA, Professional Standards].) The auditor’s report should indicate the opinion units affected by the
departure. (See the discussion of opinion units and their effect on the auditor’s
report in chapter 4, “General Auditing Considerations,” and chapter 14, “Audit
Reporting.”)

Applicable Auditing Standards and Requirements
1.15 Auditors who conduct audits of governmental financial statements
should comply with all AU-C sections relevant to the audit. An AU-C section is
relevant to the audit when the AU-C section is in effect and the circumstances
addressed by the AU-C section exist. Auditors also should be aware of and
consider applicable interpretative publications that provide recommendations
on the application of GAAS—Audit and Accounting Guides, Statements of
Position (SOPs), and Auditing Interpretations. AU-C section 935, Compliance
Audits (AICPA, Professional Standards), is also relevant if the audit of the state
or local government includes a compliance audit.
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1.16 AU-C section 935 is applicable when an auditor is engaged, or
required by law or regulation, to perform a compliance audit in accordance with
all of the following:

•
•
•

GAAS
The standards for financial audits under Government Auditing Standards
A governmental audit requirement that requires an auditor to express an opinion on compliance

See chapter 4 for a discussion about considering the requirements of AU-C
section 935 while planning the audit.11
1.17 In addition to GAAS, auditors of state and local governmental entities also may need to comply with Government Auditing Standards. Those
standards are to be followed by auditors and audit organizations when required
by laws, regulations, contracts, grant agreements, or policies or when auditors
voluntarily choose to perform their work in accordance with Government
Auditing Standards. For financial audits,12 Government Auditing Standards
incorporates all AICPA auditing standards by reference. Additional Government Auditing Standards requirements and guidance relating to financial
audits are discussed in the AICPA Audit Guide Government Auditing Standards and Circular A-133 Audits.
1.18 The Single Audit Act, as amended, imposes additional audit responsibilities on auditors of certain state and local governments that expend federal
awards. The OMB is the federal agency that has primary responsibility for
implementing the Single Audit Act, and OMB Circular A-133 sets forth audit
requirements for single audits. A supporting OMB document, OMB Circular
A-133 Compliance Supplement, which is updated annually, identifies the significant compliance requirements to be considered in single and certain programspecific audits. Audits under the provisions of the Single Audit Act and OMB
Circular A-133 are discussed in the AICPA Audit Guide Government Auditing
Standards and Circular A-133 Audits.
1.19 Auditors of governmental entities, or of specific governmental grants,
programs, or contracts, should have an understanding of the auditing requirements that affect the scope of the engagement. That understanding should
include those requirements promulgated by state or local governments or
federal agencies that have oversight authority over the government or are
responsible for administering the specific grants, programs, or contracts.
1.20 Interpretation No. 501-3, “failure to follow standards and/or procedures or other requirements in governmental audits,” under Rule 501, Acts
Discreditable (AICPA, Professional Standards, ET sec. 501 par. .04), states:
If a member ... undertakes an obligation to follow specified government audit standards, guides, procedures, statutes, rules, and regulations, in addition to generally accepted auditing standards, he or
she is obligated to follow such requirements. Failure to do so is an act
discreditable to the profession in violation of Rule 501 of the AICPA
11
Auditors also may be engaged to provide attest services—an engagement to express a
conclusion on subject matter, or an assertion about the subject matter, that is the responsibility
of another party. Those engagements are conducted in accordance with the AICPA’s Statements
on Standards for Attestation Engagements and generally are not within the scope of this guide.
12
Besides financial audits, Government Auditing Standards also addresses attestation
engagements and performance audits. Chapter 2 of Government Auditing Standards defines
financial audits, attestation engagements, and performance audits.
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Code of Professional Conduct, unless the auditor discloses in his or
her report the fact that such requirements were not followed and the
reason therefore.

Guidance in Other AICPA Audit and Accounting Guides
and Statements of Position
1.21 This guide is not the only industry-specific AICPA Audit and Accounting Guide that auditors might have to consider when performing an audit
of a governmental entity. Three other industry-specific guides include accounting guidance for governmental entities and have been cleared by GASB. Those
guides are Health Care Entities, Gaming, and Property and Liability Insurance
Entities. Therefore, certain accounting and financial reporting guidance in
those guides that has been cleared by GASB constitutes category (b) guidance
for the applicable governmental entities, and the auditing guidance in those
guides also should be considered during an audit of those governmental
entities. (See the further discussions concerning the application of these guides
to those governmental entities in the sections of chapter 12 titled “Public Entity
Risk Pools” and “Hospitals and Other Health Care Providers.”) Further, the
AICPA Audit Guide Government Auditing Standards and Circular A-133
Audits may apply to the audits of governmental entities. (See the discussion in
paragraph 1.06.) In addition, SOP 98-2, Accounting for Costs of Activities of
Not-for-Profit Organizations and State and Local Governmental Entities That
Include Fund Raising (AICPA, Technical Practice Aids, ACC sec. 10,730)
includes governmental entities in its scope and was cleared by GASB and, thus,
is category (b) accounting and financial reporting guidance for governmental
entities. (That SOP is included as appendix E of this guide.)
1.22 Other AICPA Audit and Accounting Guides may provide useful
suggested auditing procedures if a governmental entity is in a specialized
industry or has transactions addressed by this literature, even though governmental entities are not included in their scope. Among those guides are Brokers
and Dealers in Securities; Depository and Lending Institutions: Banks and
Savings Institutions, Credit Unions, Finance Companies, and Mortgage Companies; Employee Benefit Plans; Investment Companies; Special Considerations
in Auditing Financial Instruments; Assessing and Responding to Audit Risk in
a Financial Statement Audit, and Not-for-Profit Entities.
Although not cleared by GASB or made specifically applicable to governmental
entities, these guides may have accounting guidance that may be useful as
“other accounting literature” in a particular situation, provided it does not
conflict with or contradict other, higher categories of governmental GAAP.

Other Sources of Guidance
1.23 The following AICPA publications contain guidance that may be
useful in conducting audits of governmental financial statements. Under AU-C
section 200 these are other auditing publications and, although they might be
useful, auditors are not required to consider them.

•

The AICPA issues the annual Audit Risk Alert State and Local
Governmental Developments as a complement to this guide. That
alert provides an overview of economic and industry conditions,
regulatory developments, and recently issued accounting and auditing pronouncements that may affect audits of governmental entities.
That alert also includes information about how to obtain many of the
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publications referred to in this guide and a listing of useful Internet
sites. The AICPA also annually issues the Audit Risk Alert Government Auditing Standards and Circular A-133 Developments as a
complement to the Audit Guide Government Auditing Standards and
Circular A-133 Audits, Audit Risk Alert General Accounting and
Auditing Developments, and other Audit Risk Alerts as complements
to other guides (such as some of the other guides mentioned in
paragraphs 1.21–.22) that may be useful in conducting audits of
governmental financial statements.

•

The AICPA has various publications to assist with financial statement audits of state and local governmental entities. Understanding
and Implementing GASB’s New Financial Reporting Model—A Question and Answer Guide for Preparers and Auditors of State and Local
Governmental Financial Statements, Revised Edition digests the
contents of GASB Statement No. 34, as amended, and includes
observations on planning and implementation issues. Checklists and
Illustrative Financial Statements for State and Local Governments
provides checklists of GAAP-required disclosures in governmental
financial statements, notes to financial statements, and required
supplementary information (RSI), among other things. Applying
OCBOA in State and Local Governmental Financial Statements13
provides guidance on preparing and reporting on financial statements prepared in conformity with a special purpose framework.

Organization of This Guide
1.24 This guide is organized as follows:

•

Chapter 2 and chapter 3, “The Financial Reporting Entity,” provide
an overview of the accounting and financial reporting requirements
for state and local governments, including the activities and financial
statements that should be included in their basic financial statements and the RSI that should accompany those financial statements.

•

Chapter 4 provides guidance on various considerations relating to
planning the audit, such as materiality, internal control, and compliance requirements that may affect the audit, and communications
with the auditee.

•

Chapter 5, “Financial Instruments,” through chapter 10, “Net Position and Financial Statement Reconciliations,” discuss, for various
accounts in the financial position and activity statements,14 the

13
An updated edition of the AICPA Practice Aid Applying OCBOA in State and Local
Governmental Financial Statements was issued in 2012 and is available at www.cpa2biz.com
(product no. APAOCBO12P [print], APAOCBO12E [ebook], APAOCBOO [online]).
14
This guide sometimes uses the term financial position statements in a generic manner
to refer to one or more of the following—the government-wide statement of net position, the
governmental funds balance sheet, the proprietary funds statement of fund net position or
balance sheet, and the fiduciary funds statement of fiduciary net position. This guide sometimes
uses the term activity statements in a generic manner to refer to one or more of the
following—the government-wide statement of activities, the governmental funds statement of
revenues, expenditures, and changes in fund balances, the proprietary funds statement of
revenues, expenses, and changes in fund net position or fund equity, and the fiduciary funds
statement of changes in fiduciary net position. Those financial statements are discussed in
chapter 2.
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nature of the transactions; accounting and financial reporting considerations; and auditing considerations, including audit objectives,
internal control features, and audit procedures.

•

Chapter 11, “The Budget,” discusses the effect of a government’s
budget on its activities, financial reporting, and audit.

•

Chapter 12 highlights accounting, financial reporting, and auditing
considerations relating to special-purpose, Indian tribal, and state
governments.

•

Chapter 13, “Concluding the Audit,” and chapter 14 present various
considerations relating to finalizing the audit and the auditor’s
reports on financial statements.

•

Chapter 15, “Financial Statements Prepared in Accordance With a
Special Purpose Framework,” discusses the financial statements and
auditor’s reports on governmental financial statements prepared in
conformity with a special purpose framework.

•

Chapter 16, “Auditor Involvement With Municipal Securities Filings,” discusses the auditor’s involvement with a government’s official statements and continuing disclosure documents for debt issuances.
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Chapter 2

Financial Reporting
There are similarities, but important differences, between how the Governmental Accounting Standards Board (GASB) defines supporting information
and how the AICPA auditing standards refer to that same information. The
following is intended to clarify the two standard-setters’ descriptions of the
information and how the information will be referred to in this guide.
According to GASB Concepts Statement No. 3, Communication Methods in
General Purpose External Reports That Contain Basic Financial Statements,
supporting information places basic financial statements and notes to basic
financial statements in an appropriate operational, economic or historical
context. The information is either (1) required by GASB as required supplementary information (RSI) to be presented with the basic financial statements
and the notes thereto; (2) supplementary information which is required by law
or regulation to be presented; or (3) supplementary information presented at
the election of the preparer. Supplementary information as contemplated in
GASB Concepts Statement No. 3 (that is, (2) and (3) are referred to in this guide
when describing GASB requirements as “GASB defined” supplementary information (SI). GASB Concepts Statement No. 3 limits its discussion of supporting
information to “GASB defined” SI and RSI.
In contrast, the AICPA auditing standards refer to such supporting information
as either RSI, other information (OI), or SI. AU-C section 730, Required
Supplementary Information (AICPA, Professional Standards), defines RSI consistently with GASB literature. Therefore, references to such information in
this guide are to RSI. AU-C section 720, Other Information in Documents
Containing Audited Financial Statements (AICPA, Professional Standards),
defines OI as financial and nonfinancial information (other than the financial
statements and the auditor’s report thereon) that is included in a document
containing audited financial statements and the auditor’s report thereon,
excluding RSI. AU-C section 725, Supplementary Information in Relation to the
Financial Statements as a Whole (AICPA, Professional Standards), defines SI
as information presented outside the basic financial statements, excluding RSI
that is not considered necessary for the financial statements to be fairly
presented in accordance with the applicable financial reporting framework.
This guide uses SI to describe information for which (1) the required conditions
in AU-C section 725 have been met and (2) the auditor has been engaged to
provide an “in relation to” opinion and OI for situations where the limited
procedures in AU-C section 720 are required.

Introduction and Overview
2.01 According to AU-C section 200, Overall Objectives of the Independent
Auditor and the Conduct of an Audit in Accordance With Generally Accepted
Auditing Standards (AICPA, Professional Standards), the financial accounting
standards promulgated by GASB are recognized to be used by U.S. state and
local governmental entities for preparing financial statements in accordance
with a general purpose framework. Governments have unique requirements for
financial reporting—that is, how they present information in their basic financial statements (including the notes to those financial statements) and RSI.
This chapter provides an overview of the basic financial statements and RSI
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required by GASB standards and discusses certain auditing considerations
relating to them. It also discusses in detail certain GASB standards and the
supplementary information other than RSI, referred to in this guide as “GASB
defined” SI, which some governments present with their basic financial statements. Other chapters in this guide provide additional details about the
accounting, financial reporting, and auditing considerations for the basic financial statements and RSI.

Historical Perspective
2.02 The required structure and presentation of information in a government’s basic financial statements is known as the financial reporting model. For
many years, and most recently with the issuance in 1979 of National Council
on Governmental Accounting (NCGA) Statement No. 1, Governmental Accounting and Financial Reporting Principles, generally accepted accounting principles (GAAP) have required governments to present their financial statements
using a funds structure. When it was created in 1984, GASB agreed that, among
other projects, it would reexamine the financial reporting model. Later, GASB
agreed also to consider the financial reporting model for public colleges and
universities. GASB’s efforts resulted in the issuance in 1999 of GASB Statement No. 34, Basic Financial Statements—and Management’s Discussion and
Analysis—for State and Local Governments, and No. 35, Basic Financial
Statements—and Management’s Discussion and Analysis—for Public Colleges
and Universities—an amendment of GASB Statement No. 34. Since 1999, GASB
has issued several statements that amend provisions of GASB Statement Nos.
34 and 35.
2.03 The nonauthoritative “Basis for Conclusions” of GASB Statement No.
34, as amended, explains GASB’s reasoning for the required financial presentation, which builds on the traditional, fund-based financial reporting model.
GASB believes that the financial reporting model required by GASB Statement
No. 34, as amended, provides understandable and useful information to financial statement users within the context of two types of accountability—fiscal
accountability and operational accountability. GASB defines fiscal accountability as the responsibility of governments to justify that their actions in the
current period have complied with public decisions concerning the raising and
spending of public moneys in the short term. Operational accountability is
governments’ responsibility to report the extent to which they have met their
operating objectives efficiently and effectively, using all resources available for
that purpose, and whether they can continue to meet their objectives for the
foreseeable future.
2.04 GASB Concepts Statement No. 4, Elements of Financial Statements,
establishes definitions for the seven elements of historically based financial
statements prepared by state and local governments. This concept statement
identifies and defines five elements for a government’s statement of financial
position and two elements for a government’s resource flows statements.
Central to all definitions is the concept of “resource,” which, in the context of
a government, is an item that it can draw on to provide services to its citizenry.
Definitions are based primarily on the inherent characteristics of each element,
apply to an entity that is a governmental unit (legal entity) and are applicable
to any measurement focus under which financial statements may be prepared.
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2.05 Elements of a government’s statement of financial position are as
follows:
Assets. Resources with present service capacity the government presently
controls.
Deferred outflow of resources. Consumption of net assets by the
government that is applicable to a future reporting period.
Liabilities. Present obligations to sacrifice resources that the government
has little or no discretion to avoid.
Deferred inflow of resources. Acquisition of net assets by the government that is applicable to a future reporting period.
Net position. Residual of all other elements presented in the statement
of financial position.
Update 2-1 Accounting and Reporting: Assets and Liabilities
GASB Statement No. 65, Items Previously Reported as Assets and Liabilities,
issued in March 2012, is effective for periods beginning after December 15,
2012. Earlier application is encouraged. Accounting changes should be applied
retroactively by restating financial statements, if practical, for all periods
presented.
GASB Statement No. 65 establishes accounting and financial reporting standards that reclassify certain items that were previously reported as assets and
liabilities as deferred outflows of resources, deferred inflows of resources,
current period outflows of resources, or current period inflows of resources. This
statement also provides financial reporting guidance related to the impact of
the financial statement elements deferred outflows of resources and deferred
inflows of resources, such as changes in the determination of the major fund
calculations and limiting the use of the term deferred in financial statement
presentations. (Extant use of the term deferred in this guide will remain until
implementation of GASB Statement No. 65.)
When implemented, GASB Statement No. 65 will have pervasive effects on
chapter 2, “Financial Reporting,” chapter 6, “Revenues and Receivables,” and
chapter 8, “Expenses or Expenditures and Liabilities,” of this guide. For more
information about the effects of GASB Statement No. 65 upon its implementation, a summary of this statement is included in section A.02 in appendix A,
“Guidance Updates.”
2.06 Elements of the resource flows statements are as follows:
Outflow of resources. Consumption of net assets by the government that
is applicable to the reporting period.
Inflow of resources. Acquisition of net assets by the government that is
applicable to the reporting period.

Governmental Financial Statements
2.07 The principal GASB pronouncements establishing standards for the
form and content of the basic financial statements to be issued by all state and
local governmental entities are GASB Statement No. 34, as amended, and
GASB Statement No. 35 for public colleges and universities. Additional guidance is provided in the GASB Comprehensive Implementation Guide (GASB
Q&A), particularly in chapter 7. Various nonauthoritative illustrations of the
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financial statement presentation and note disclosure requirements of GASB
Statement No. 34, as amended, are in an appendix to GASB Statement No. 34
and appendixes to chapter 7 of the GASB Q&A. Various other NCGA and GASB
pronouncements also address the form and content of governmental financial
statements, including note disclosures. Various GASB pronouncements and
other chapters of the GASB Q&A address and illustrate the form and content
of the RSI that accompanies the basic financial statements. This section of this
chapter discusses the presentation of the basic financial statements and RSI;
other chapters in this guide provide more detail about certain aspects of those
financial statements and RSI.
2.08 The minimum required financial presentation for governments is
composed of three sections: (a) management’s discussion and analysis (MD&A),
which is RSI, (b) the basic financial statements, and (c) RSI other than MD&A.
For many governments, the basic financial statements have three sections:
(1) government-wide financial statements, (2) fund financial statements, and
(3) notes to the financial statements. Exhibit 2-1 includes a graphical representation of the minimum required financial presentation, with crossreferences to related paragraphs in this chapter.

Exhibit 2-1
Minimum Required Financial Presentation

RSI

Basic
financial
statements

Management’s discussion and
analysis (paragraphs 2.09 – .10)

Government-wide
financial statements
(paragraphs 2.11 – .24)

Fund financial statements
(paragraphs 2.25 – .43)
including reconciliations
(paragraphs 2.40)

For special-purpose entities, see paragraph 2.49

Minimum
required
financial
presentation

Notes to the financial statements (paragraphs 2.44 – .47)

RSI

Required supplementary
information other than MD&A
(paragraphs 2.48 – .51)

Management’s Discussion and Analysis
2.09 MD&A is RSI that introduces the basic financial statements by
presenting certain financial information as well as management’s analytical
insights on that information. That analysis should provide users with the
information they need to help them assess whether the government’s financial
position has improved or deteriorated as a result of the year’s operations.
Paragraphs 8–11 of GASB Statement No. 34, as amended, provide the standards for MD&A, which should precede the basic financial statements. The
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information to be presented in MD&A should be confined to the topics discussed
in GASB Statement No. 34 paragraph 11, as amended, summarized as follows:
a. A brief discussion of the basic financial statements, including the
relationships of the statements to each other, and the significant
differences in the information they provide
b. Condensed financial information derived from the government-wide
financial statements comparing the current year to the prior year,
including certain specific elements listed in GASB Statement No. 34
paragraph 11b, if relevant1
c. An analysis of the government’s overall financial position and results
of operations to assist users in assessing whether financial position
has improved or deteriorated as a result of the year’s operations
d. An analysis of balances and transactions of individual funds
e. An analysis of significant variations between original and final
budget amounts and between final budget amounts and actual
budget results for the general fund (or its equivalent)
f. A description of significant capital asset and long-term debt activity
during the year
g. Specific information by governments that use the modified approach
to report some or all of their infrastructure assets
h. A description of currently known facts, decisions, or conditions that
are expected to have a significant effect on financial position or
results of operations
Currently known indicates information that management is aware of as of the
date of the auditor’s report. As clarified in GASB Q&A item 7.5.13, the MD&A
discussions should be based on events or decisions that already have occurred,
or have been enacted, adopted, agreed upon, or contracted. Governments should
not discuss the possible effect of potential future events or decisions. (See the
examples of items that are and are not currently known facts, decisions, or
conditions in GASB Q&A item 7.5.13.) Further, because the information to be
presented in MD&A should be confined to specific topics, governments should
not present in MD&A any topics other than those discussed in GASB Statement
No. 34 paragraph 11, as amended.
2.10 MD&A should focus on the primary government and distinguish
between information pertaining to the primary government and its component
units. Discussing matters relating to component units in MD&A is a matter of
professional judgment, as discussed in chapter 3, “The Financial Reporting
Entity.” (RSI other than MD&A is discussed in paragraphs 2.48–.51.)

Government-Wide Financial Statements
2.11 The government-wide financial statements are highly aggregated
financial statements that present financial information for all assets (including
capital assets), deferred outflows of resources, liabilities, deferred inflows of

1
The Governmental Accounting Standards Board (GASB) Comprehensive Implementation
Guide (GASB Q&A) items 7.5.4 and 7.5.6 provide guidance related to management’s discussion
and analysis when comparative financial statements are presented.

AAG-SLV 2.11

16

State and Local Governments

resources, and net position of a primary government and its component units,2
except for fiduciary funds.3 The government-wide financial statements use the
economic resources measurement focus and accrual basis of accounting. Those
financial statements are designed to help users assess the finances of the
government in its entirety, including the year’s operating results; determine
whether the government’s overall financial position improved or deteriorated;
and evaluate whether the government’s current-year revenues were sufficient
to pay for current-year services. They also are designed to help users assess the
cost of providing services to its citizenry; determine how the government
finances its programs—through user fees and other program revenues versus
general tax revenues; understand the extent to which the government has
invested in capital assets, including roads, bridges, and other infrastructure
assets; and make better comparisons between governments.
Update 2-2 Accounting and Reporting: Reporting Entity
GASB Statement No. 61, The Financial Reporting Entity: Omnibus—an amendment of GASB Statements No. 14 and No. 34, issued in November 2010, is
effective for periods beginning after June 15, 2012. Earlier application is
encouraged. In the first period this statement is applied, changes should be
treated as an adjustment of prior periods, and financial statements presented
for the periods affected should be restated.
GASB Statement No. 61 amends GASB Statement Nos. 14, The Financial
Reporting Entity, and 34 by amending the criteria for including component
units and for blending component units in the financial statements of the
primary government. In addition, GASB Statement No. 61 requires reporting
condensed combining information in the notes to the financial statements for
component units that are blended through consolidation into the single column
of primary governments that are business-type activities reporting in a single
column (such as a state university). GASB Statement No. 61 also clarifies the
reporting of equity interests in legally separate organizations.
For more information about the effects of GASB Statement No. 61 upon its
implementation, a summary of this standard is included in section A.01 in
appendix A, “Guidance Updates.”
2.12 Paragraphs 12–62 of GASB Statement No. 34, as amended, provide
the standards for the government-wide financial statements. The governmentwide financial statements are the statement of net position and the statement
of activities. The statements should

•

include the primary government and its component units, except for
fiduciary funds.

•

use separate rows and columns to distinguish between the total
primary government (including its blended component units) and its
discretely presented component units.

2
Primary governments and component units are legally separate entities that are included
together in a financial reporting entity’s financial statements. See the discussion in chapter 3,
“The Financial Reporting Entity.”
3
GASB Statement No. 34, Basic Financial Statements—and Management’s Discussion and
Analysis—for State and Local Governments, provides that component units that are fiduciary
in nature are displayed with fiduciary funds in the fiduciary fund financial statements. This
guide uses the term fiduciary funds to refer not only to a primary government’s fiduciary funds
but also to its component units that are fiduciary in nature. See also GASB Q&A item 4.39.5,
which clarifies that there are 3 types of component units—blended, discretely presented, and
fiduciary. This guide refers to component units that are not fiduciary in nature as blended
component units or discretely presented component units.
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•

use separate rows and columns to distinguish between the primary
government’s governmental and business-type activities. Governmental activities generally are financed through taxes, intergovernmental revenues, and other nonexchange revenues and usually are
reported in governmental funds and internal service funds.4 Businesstype activities are financed in whole or in part by fees charged to
external parties for goods or services and usually are reported in
enterprise funds.5 (See the discussion of fund classifications starting
at paragraph 2.27.)

•

present total columns for the primary government. A total column for
the entity as a whole may be presented but is not required. Prior-year
data may be presented in the government-wide financial statements
but also are not required. (See the further discussion of prior-period
comparative financial information at paragraphs 2.54–.55.)

2.13 The government-wide financial statements should use the economic
resources measurement focus and accrual basis of accounting. They should
recognize the effect of exchange and exchange-like transactions when the
exchange takes place. They should recognize the effect of nonexchange transactions in accordance with the requirements of GASB Statement No. 33,
Accounting and Financial Reporting for Nonexchange Transactions, as amended.
2.14 Paragraph 76 of GASB Statement No. 62, Codification of Accounting
and Financial Reporting Guidance Contained in Pre-November 30, 1989 FASB
and AICPA Pronouncements, as amended, provides that changes in accounting
principles should be recognized by adjusting the beginning net position/fund
net position in the period of the change for the cumulative effect of changing
to the new accounting principle. However as addressed in paragraphs 86–87 of
GASB Statement No. 62, a change in reporting entity should be reported by
restating the financial statements of prior periods.

Statement of Net Position
2.15 GASB Statement No. 63, Financial Reporting of Deferred Outflows of
Resources, Deferred Inflows of Resources, and Net Position, provides guidance
for reporting net position within a framework that includes deferred outflows
of resources and deferred inflows of resources, in addition to assets and
liabilities. Net position represents the difference between all other elements in
a statement of financial position. The statement of net position should report
the residual amount as net position, rather than net assets, proprietary or
fiduciary fund balance, or equity. GASB Statement No. 53, Accounting and
Financial Reporting for Derivative Instruments, requires the reporting of a
4
Internal service fund assets, deferred outflows of resources, liabilities, and deferred
inflows of resources balances that are not eliminated in the statement of net position normally
should be reported in the governmental activities column. (See chapter 9, “Interfund, Internal,
and Intra-entity Activity and Balances,” concerning the eliminations of interfund activities and
balances.) However, if enterprise funds are the predominant or only participants in an internal
service fund, that internal service fund’s residual assets, deferred outflows of resources,
liabilities, and deferred inflows of resources should be reported within the business-type
activities column in the statement of net position.
5
GASB Q&A item 7.7.4 indicates that the statement of activities usually follows the
categorizations used in the fund financial statements—governmental activities are those that
usually are accounted for in governmental funds, and business-type activities are those that
usually are accounted for in enterprise funds. However, governments can realign their activities
if they believe that it more faithfully represents their operating objectives and philosophies. The
reconciliations from the governmental and enterprise fund financial statements to the governmentwide statements, as discussed in paragraph 2.43, would explain the reclassification.
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deferred outflow of resources or a deferred inflow of resources for the changes
in fair value of hedging derivative instruments, and GASB Statement No. 60,
Accounting and Financial Reporting for Service Concession Arrangements,
based on facts and circumstances may require a deferred inflow of resources to
be reported by a transferor government in a qualifying service concession
arrangement.
2.16 The statement of net position should report all financial and capital
resources, including infrastructure and intangible capital assets, except that
certain capital assets need not be capitalized, such as certain collections of
works of art. (Chapter 7, “Capital Assets,” discusses the accounting, financial
reporting, and auditing considerations for capital assets.) The statement of net
position is the only financial statement that reports general capital assets and
general long-term liabilities, which are capital assets and long-term liabilities
that are not specifically related to activities reported in proprietary or fiduciary
funds and that are associated with and generally arise from governmental
activities.
2.17 Governments are encouraged to present the statement of net position
in a format that displays assets, plus deferred outflows of resources, less
liabilities, less deferred inflows of resources, equal net position; however, they
may use the traditional balance-sheet format (assets plus deferred outflows of
resources equals liabilities plus deferred inflows of resources, plus net position).
Regardless of the format used, the statement should label the difference
between assets plus deferred outflows and liabilities plus deferred inflows as
net position and display it in three components: (1) “net investment in capital
assets,” (2) “restricted” (distinguishing between major categories of restrictions), and (3) “unrestricted.” Chapter 10 discusses the financial reporting and
auditing considerations for net position (net position and fund balances), and
explains the differences between the net position amounts and components
reported in the various financial statements.
2.18 GASB Statement No. 34, as amended, encourages governments to
present assets and liabilities in the statement of net position in order of their
relative liquidity. An asset’s liquidity should be determined by how readily it is
expected to be converted to cash and whether restrictions limit the government’s ability to use the resources.6 A liability’s liquidity is based on its
maturity, or when cash is expected to be used to liquidate it. The liquidity of an
asset or liability may be determined by assessing the average liquidity of the
class of assets or liabilities to which it belongs, even though individual balances
may be significantly more or less liquid than others in the same class and some
items may have both current and long-term elements. Liabilities whose average
maturities are greater than one year should be reported in two components—
the amount due within one year and the amount due in more than one year.7
Alternatively, governments may present a classified statement of net position,
which distinguishes between all current and long-term assets and liabilities
using the classification provisions provided in GASB Statement No. 62 (see
chapter 8 for a discussion of the classification of short term obligations expected
to be refinanced). Furthermore assets and liabilities should not be offset in the
statement of net position except where a right of offset exists.
6
GASB Q&A item 7.22.3 discusses how the reporting of restricted assets under the “order
of liquidity” approach is based on the time length of the restriction.
7
GASB Q&A item 7.22.4 discusses how governments should determine when compensated
absences are “due.” GASB Q&A item Z.16.2 focuses on recognition for governmental funds and
clarifies that compensated absences should be reported in governmental funds when matured
(due and payable), not when such compensated absences vest.
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2.19 Amounts that are required to be reported as deferred outflows of
resources should be reported in a statement of financial position in a separate
section following assets. Similarly, amounts that are required to be reported as
deferred inflows of resources should be reported in a separate section following
liabilities. The netting of deferred inflows of resources and deferred outflows of
resources generally is not permitted. However, the total for deferred outflows
of resources may be added to the total for assets, and the total for deferred
inflows of resources may be added to the total for liabilities to provide subtotals.
2.20 Balances of deferred outflows of resources and deferred inflows of
resources reported in a statement of net position or a governmental fund
balance sheet may be aggregations of different types of deferred amounts. If
significant components of the total deferred amounts are obscured by aggregation, governments should provide details of the different types of deferred
amounts in the notes to the financial statements. If a component of net position
is significantly affected by deferred outflows of resources and deferred inflows
of resources, an explanation of the effect of the deferred amounts on the net
position component should be provided in the notes to the financial statements.
Because liquidity concepts do not apply to deferred inflows of resources and
outflows of resources, those financial statement elements are not classified as
current or noncurrent.

Statement of Activities
2.21 GASB Statement No. 34, as amended, requires the statement of
activities to present activities accounted for in governmental funds at a
minimum by function and activities accounted for in enterprise funds at a
minimum by different identifiable activities. NCGA Statement No. 1, as amended,
defines a function as a group of related activities that is aimed at accomplishing
a major service or regulatory responsibility (such as public safety, public works,
and education). GASB Statement No. 37 states that an activity within an
enterprise fund is identifiable if it has a specific revenue stream and related
expenses and gains and losses that are accounted for separately. Determining
whether an activity is different generally is based on the goods, services, or
programs provided by an entity, but may require the use of professional
judgment. For example, providing natural gas differs from supplying water or
electricity, although all three are utility services. Conversely, separate water
districts are not “different” activities, although they may serve different areas.8
GASB Statement No. 34, as amended, and this guide use the term function to
refer to the level of detail presented in the statement of activities for both
governmental and business-type activities. GASB Statement No. 34, as amended,
encourages governments to provide data in the statement of activities at a more
detailed level than by function if doing so provides more useful information
without significantly reducing the statement’s understandability.
2.22 A government should present its statement of activities in a format
that reports the net (expense) revenue (also known as net cost) of its individual
functions. That format identifies the extent to which each function’s expenses
(except those that meet the definition of special or extraordinary items or
transfers) are self-financing through program revenues—which are charges for
services and restricted grants and contributions—or instead draw from the

8
GASB Q&A items 7.26.3–7.26.5 and paragraph 2.21 of this guide discuss situations in
which activities accounted for in enterprise funds are different identifiable activities.
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government’s general revenues. General revenues,9 contributions to term and
permanent endowments, contributions to permanent fund principal, special
and extraordinary items, and transfers should be reported separately after the
total net expenses of the government’s functions, ultimately arriving at the
“change in net position” for the period. GASB Statement No. 34 paragraph 54
provides an example of a format that meets those requirements. (Certain
special purpose governments may modify the standard format of the statement
of activities or use an alternative format; see chapter 12, “Special Purpose and
State Governments.”)
2.23 Chapter 8 explains how expenses are classified into the various
functions or as special or extraordinary items. Chapter 7 discusses the measurement and reporting of depreciation expense on capital assets, including
amortization of intangible assets. Chapter 6 explains how resource inflows are
classified as program revenues, general revenues, contributions to term and
permanent endowments, contributions to permanent fund principal, and special and extraordinary items.

Internal and Intra-Entity Activity and Balances
2.24 In aggregating data for the statement of net position and the statement of activities, some amounts reported as interfund activity and balances in
the fund financial statements should be eliminated or reclassified. Chapter 9,
“Interfund, Internal, and Intra-entity Activity and Balances,” explains those
eliminations and reclassifications. That chapter also explains how activities
and balances between the primary government and its component units should
be reported.

Fund Financial Statements
2.25 The fund financial statements consist of a series of statements that
focus on information about the government’s major governmental and enterprise funds as well as its internal service and fiduciary fund types. Those
financial statements present additional and detailed information about the
activities in the primary government’s governmental and proprietary funds,
including its blended component units. In addition, those statements provide
the only presentation in the basic financial statements for the activity and
balances of fiduciary funds.The financial statements for the three fund categories—
governmental, proprietary, and fiduciary—use different measurement focuses
and bases of accounting to demonstrate fiscal accountability for governmental
funds and operational accountability for proprietary and fiduciary funds.
2.26 Paragraphs 63–112 of GASB Statement No. 34, as amended, provide
many of the standards for the fund financial statements. Separate financial
statements should be presented for governmental funds, proprietary funds, and
fiduciary funds. This section of this chapter describes fund classifications, fund
aggregation, and the fund financial statements. Chapters 5–10 discuss the
accounting, financial reporting, and auditing considerations in the fund financial statements for specific activities and balances, including interfund activity
and balances, which are unique features of governmental financial statements.

9
General revenues are all revenues except those required to be reported as program
revenues or as contributions, or special or extraordinary items.
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Fund Classifications
2.27 A government’s accounting system usually is organized on a fund
basis. A fund is a fiscal and accounting entity with a self-balancing set of
accounts that the government establishes for accountability purposes in accordance with statutes, laws, regulations, restrictions, or specific purposes.
There is no specific number of funds that a government should use. NCGA
Statement No. 1 paragraph 29 states that a government “should establish and
maintain those funds required by law and sound financial administration” and
that “only the minimum number of funds consistent with legal and operating
requirements should be established.” Further, NCGA Statement No. 1 paragraph 30, as amended, indicates that individual funds are not required for
financial reporting purposes unless required by legal requirements or by GASB
standards, which occasionally require that particular activities be accounted for
in a specific fund type. For example, NCGA Statement No. 1 paragraph 30, as
amended, requires the use of a debt service fund if financial resources are being
accumulated for future-period debt principal and interest payments.
2.28 Governments should report governmental, proprietary, and fiduciary
funds in the fund financial statements to the extent they have activities that
meet the criteria in NCGA Statement No. 1, as amended, and GASB Statement
No. 34, as amended, for using those funds. A summary of the resources and
activities accounted for and reported in the 11 fund types, by category, follows:
a. Governmental funds
i. General fund. All financial resources not accounted for and
reported in another fund (a government should report only one
general fund).
ii. Special revenue funds. The proceeds of specific revenue sources
that are restricted or committed to expenditure for specified
purposes other than debt service or capital projects. One or
more specific restricted or committed revenues should be the
foundation for a special revenue fund and also should be
expected to continue to comprise a substantial portion of the
inflows reported in the fund. Other resources (investment
earnings and transfers from other funds, for example) also may
be reported in a special revenue fund if those resources are
restricted, committed, or assigned to the specified purpose of
the fund.
iii. Capital projects funds. Financial resources that are restricted,
committed, or assigned to expenditure for capital outlay, including the acquisition or construction of capital facilities and
other capital assets (other than those financed by proprietary
funds or assets that will be held in trust funds for individuals,
private organizations, or other governments).
iv. Debt service funds. Financial resources that are restricted,
committed, or assigned to expenditure for principal and interest. Debt service funds should be used to report resources if
legally mandated. Financial resources being accumulated for
principal and interest maturing in future years should also be
reported in debt service funds.
v. Permanent funds. Resources that are restricted to the extent
that only earnings, and not principal, may be used for purposes
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that support the reporting government’s programs—that is, for
the benefit of the government or its citizenry.
b. Proprietary funds
i. Enterprise funds. Permitted or required for any activity for
which a fee is charged to external users for goods or services
(see paragraph 2.29).
ii. Internal service funds. Permitted for any activity that provides
goods or services to other funds, departments, or agencies of the
primary government and its component units, or to other
governments, on a cost-reimbursement basis when the reporting government is the predominant participant in the activity.
c. Fiduciary funds (see also paragraph 2.30)
i. Pension (and other employee benefit) trust funds. Resources that
are required to be held in trust for the members and beneficiaries of defined benefit pension plans, defined contribution
plans, other postemployment benefit plans, or other employee
benefit plans.
ii. Investment trust funds. The external portion of external investment pools that the government sponsors.
iii. Private-purpose trust funds. All other trust arrangements under which principal and income benefit individuals, private
organizations, or other governments.
iv. Agency funds. Resources held in a purely custodial capacity for
individuals, private organizations, or other governments.
2.29 Enterprise funds may be used to report any activity for which a fee
is charged to external users for goods or services. However, GASB Statement
No. 34 paragraph 67 states that activities are required to be reported as
enterprise funds if any one of the following criteria is met in the context of the
activity’s principal revenue sources, focusing on fees charged to external users:
a. The activity is financed with debt that is secured solely by a pledge
of the net revenues from fees and charges of the activity. (Debt that
is secured in part by a portion of its own proceeds should be considered as payable “solely” from the revenues of the activity.)
b. Laws or regulations require that the activity’s costs of providing
services, including capital costs (such as depreciation or debt service),
be recovered with fees and charges, rather than with taxes or similar
revenues.
c. The pricing policies of the activity establish fees and charges designed to recover its costs, including capital costs.
Footnote 33 in paragraph 67 of GASB Statement No. 34 states that these
criteria do not require insignificant activities of governments to be reported as
enterprise funds. Footnote 34 in paragraph 67 of GASB Statement No. 34 and
GASB Statement No. 10, Accounting and Financial Reporting for Risk Financing and Related Insurance Issues, paragraph 18 require that state unemployment compensation funds and public entity risk pools, respectively, always be
reported in enterprise funds. (See the further discussion of state unemployment
compensation funds and public entity risk pools in chapter 12.)
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2.30 A government’s fiduciary funds should report only those resources
held in a trust or custodial capacity for individuals, private organizations, or
other governments. Any resources held for the government itself should not be
reported in fiduciary funds, but rather in the fund to which they belong.
Further, the trust funds generally are distinguished from agency funds by the
existence of a trust agreement that affects the degree of management involvement and the length of time that the resources are held.

Fund Aggregation
2.31 A government’s governmental and proprietary fund financial statements should present each of its major governmental and enterprise funds (as
discussed in paragraph 2.32) in a separate column. Nonmajor governmental
and nonmajor enterprise funds should be aggregated and displayed in single
columns. The proprietary fund financial statements should aggregate and
display all internal service funds in a single column. The fiduciary fund
financial statements should aggregate and display fiduciary funds by fund type.
2.32 A government’s main operating fund (the general fund or its equivalent) always should be reported as a major fund. Other individual governmental
and enterprise funds10 should be reported as major funds if their total assets,11
liabilities, revenues, or expenses or expenditures (excluding revenues and
expenses or expenditures that are extraordinary items) are
a. at least 10 percent of the corresponding total element (assets, liabilities, and so forth) for all funds of that category or type (that is, the
total governmental fund category or the total enterprise fund type)
and
b. the same element (assets, liabilities, and so forth) that met the 10
percent criterion in item (a) is at least 5 percent of the corresponding
element total for all governmental and enterprise funds combined.
Further, any other governmental or enterprise fund may be reported as a major
fund if the government’s officials believe it is particularly important to financial
statement users. An appendix to chapter 7 of the GASB Q&A includes a
nonauthoritative exercise on determining major funds.
Update 2-3 Accounting and Reporting: Assets and Liabilities
GASB Statement No. 65, issued in March 2012, is effective for periods beginning after December 15, 2012. Earlier application is encouraged. Accounting
changes should be applied retroactively by restating financial statements, if
practical, for all periods presented.
GASB Statement No. 65 establishes accounting and financial reporting standards that reclassify certain items that were previously reported as assets and
liabilities as deferred outflows or resources, deferred inflows of resources,
current period outflows of resources, or current period inflows of resources. This
(continued)

10
GASB Q&A item 7.56.1 explains that the major fund reporting requirements apply to
blended component units, which are discussed in chapter 3. Similarly, blended component units
are included in the totals of governmental and enterprise funds used to determine major funds.
11
GASB Q&A item 7.56.14 explains that interfund receivables and payables are not
eliminated when calculating major funds using the 10 percent and 5 percent criteria described
in paragraph 2.32a–b. A government, however, may adopt a policy to “net” significant such
receivables and payables consistently within funds.
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statement also provides financial reporting guidance related to the impact of
the financial statement elements deferred outflows of resources and deferred
inflows of resources, such as changes in the determination of the major fund
calculations and limiting the use of the term deferred in financial statement
presentations. (Extant use of the term deferred in this guide will remain until
implementation of GASB Statement No. 65.)
When implemented, GASB Statement No. 65 will have pervasive effects on
chapter 2, chapter 6, and chapter 8 of this guide. For more information about
the effects of GASB Statement No. 65 upon its implementation, a summary of
this statement is included in section A.02 in appendix A.

Governmental Fund Financial Statements
2.33 Governmental fund financial reporting focuses primarily on the
sources, uses, and balances of current financial resources. The financial statements required for governmental funds are the (a) balance sheet and (b) statement of revenues, expenditures, and changes in fund balances. Those financial
statements should be presented using the current financial resources measurement focus and the modified accrual basis of accounting. The governmental
funds balance sheet does not report general capital assets or general long-term
liabilities. Instead, the statement of revenues, expenditures, and changes in
fund balances reports the financial resource inflows and outflows arising from
the disposition and acquisition of general capital assets, the issuance and
repayment of general long-term debt, and the maturation of nondebt general
long-term liabilities, such as compensated absences and claims and judgments.12 Capital assets and long-term liabilities associated with and generally
arising from activities reported in the governmental funds are reported only in
the governmental activities column of the government-wide financial statements.
2.34 The governmental funds balance sheet should report information
about the current financial resources for each major governmental fund,
nonmajor governmental funds in the aggregate, and in total for all governmental funds. This statement should use a balance-sheet format (assets, plus
deferred outflows of resources equal liabilities, plus deferred inflows of resources, plus fund balances); using a net position format is not an alternative.13
Fund balances should be segregated into nonspendable, restricted, committed,
assigned, or unassigned amounts (see chapter 10).
2.35 The governmental funds statement of revenues, expenditures, and
changes in fund balances should report information about the inflows, outflows,
and balances of current financial resources using the same columnar presentations as does the balance sheet using the following required format, as
provided for in GASB Statement No. 34 paragraph 86:

12
See the discussion in chapter 8, “Expenses or Expenditures and Liabilities,” of GASB
Interpretation No. 6, Recognition and Measurement of Certain Liabilities and Expenditures in
Governmental Fund Financial Statements—an interpretation of NCGA Statements 1, 4, and 5;
NCGA Interpretation 8; and GASB Statements No. 10, 16, and 18. Matured nondebt general
long-term liabilities are liabilities that normally are due and payable.
13
Because financial statements prepared under the current financial resources measurement focus are excluded from the scope of GASB Statement No. 53, Accounting and Financial
Reporting for Derivative Instruments, and GASB Statement No. 60, Accounting and Financial
Reporting for Service Concession Arrangements, those financial statements will initially recognize deferred inflows of resources and deferred outflows of resources upon the implementation of GASB Statement No. 65, Items Previously Reported as Assets and Liabilities.
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Revenues (detailed)
Expenditures (detailed)
Excess (deficiency) of revenues over expenditures
Other financing sources and uses, including transfers (detailed)
Special and extraordinary items (detailed)
Net change in fund balances
Fund balances—beginning of period
Fund balances—end of period

Proprietary Fund Financial Statements
2.36 Proprietary fund reporting focuses on the determination of operating
income, changes in net position (or cost recovery), net position, and cash flows.
The financial statements required for proprietary funds are the (a) statement
of net position, (b) statement of revenues, expenses, and changes in fund net
position, and (c) statement of cash flows. Those financial statements should be
presented using the economic resources measurement focus and the accrual
basis of accounting.
2.37 The proprietary funds statement of fund net position should report
information about the economic resources for each major enterprise fund, all
nonmajor enterprise funds in the aggregate, and in total for all enterprise
funds. It also should report the combined total for all internal service funds in
a separate column to the right of the total enterprise funds column. Governments are encouraged to use a net position format, although a balance sheet
format may be used. Net position should be displayed in the three components
as required for the government-wide statement of net position (see paragraph
2.16). Assets and liabilities should be presented in a classified format, distinguishing between current and long-term assets and liabilities, as discussed in
paragraphs 30–35 of GASB Statement No. 62. Restricted assets should be
reported when restrictions on asset use change the nature or normal understanding of the availability of the asset. Items 7.22.2 and 7.71.1 of the GASB
Q&A discuss the reporting of restricted assets using a classified format.
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2.38 The statement of revenues, expenses, and changes in fund net position should distinguish between operating and nonoperating revenues and
expenses (as discussed in chapter 6) and present a separate subtotal for
operating revenues, operating expenses, and operating income. The statement
should use the same columnar presentations as does the statement of fund net
position using the following required format, as provided for in GASB Statement No. 34 paragraph 101:
Operating revenues (detailed)
Total operating revenues
Operating expenses (detailed)
Total operating expenses
Operating income (loss)
Nonoperating revenues and expenses (detailed)
Income before other revenues, expenses, gains, losses, and transfers
Capital contributions, additions to permanent and term endowments,
special and extraordinary items (detailed), and transfers
Increase (decrease) in net position
Net position—beginning of period
Net position—end of period
2.39 Governments should present a statement of cash flows for proprietary funds based on the provisions of GASB Statement No. 9, Reporting Cash
Flows of Proprietary and Nonexpendable Trust Funds and Governmental Entities That Use Proprietary Fund Accounting, as amended, using the direct
method of presenting cash flows from operating activities (including a reconciliation of operating cash flows to operating income). GASB Statement No. 9,
as amended, requires that a statement of cash flows classify cash receipts and
payments according to whether they stem from operating, noncapital financing,
capital and related financing, or investing activities, and it provides definitions
of each category. The statement also requires the reporting of information about
all investing, capital, and financing activities during a period that affect
recognized assets or liabilities but do not result in cash receipts or cash
payments in the period. The GASB Q&A includes a nonauthoritative exercise
that illustrates how governments can indirectly determine amounts of operating cash receipts and payments by adjusting for beginning and ending
receivables and payables. Chapter 2 of the GASB Q&A provides additional
guidance on reporting cash flows.

Fiduciary Fund Financial Statements
2.40 The financial statements required for fiduciary funds are the (a) statement of fiduciary net position and (b) statement of changes in fiduciary net
position. Those financial statements should be presented using the economic
resources measurement focus and the accrual basis of accounting. The statement of fiduciary net position should use a net position format (assets, plus
deferred outflows of resources, less liabilities, less deferred inflows of resources
equal net position); using a balance-sheet format is not an alternative. The
statements should provide a separate column for each fund type. GASB Q&A
item 7.77.4 clarifies that each fiduciary component unit should be reported
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within the appropriate fiduciary fund types, rather than aggregated in a
separate fiduciary component units column.
2.41 The statement of fiduciary net position should include information
about the assets, deferred outflows of resources, liabilities, deferred inflows of
resources, and net position for each fiduciary fund type, but the components of
net position, discussed in paragraph 2.15, are not required to be presented in
this statement. In the statement of fiduciary net position, agency fund assets
should equal liabilities. The statement of changes in fiduciary net position
should include information about the additions to, deductions from, and net
increase (or decrease) for the year in net position for each trust fund type,
providing information about significant year-to-year changes in net position.
Agency funds should not be reported in the statement of changes in fiduciary
net position.
2.42 Detailed recognition and presentation requirements for defined benefit pension plans, certain postemployment benefit plans, and investment trust
funds are discussed in chapter 12 of this guide and GASB Q&A chapter 8.

Financial Statement Reconciliations
2.43 Governments should present summary reconciliations to the governmentwide financial statements on the governmental and proprietary (enterprise)
fund financial statements or in accompanying schedules. Those reconciliations
will help financial statement users understand how the fund financial statements relate to the government-wide financial statements. See the further
discussion of the financial reporting and auditing considerations for those
financial statement reconciliations in chapter 10.

Notes to the Financial Statements
2.44 The notes to the financial statements should communicate information essential for the fair presentation of the basic financial statements that is
not displayed on the face of the financial statements. As such, the notes are an
integral part of the basic financial statements. GASB standards require specific
note disclosures for various types of activities and balances that are unique to
or significant in government. Note disclosure is needed only when the information required to be disclosed is not displayed on the face of the financial
statements.
2.45 The notes to the financial statements should focus on the primary
government—specifically, its governmental activities, business-type activities,
major funds, and nonmajor funds in the aggregate. Information about the
government’s discretely presented component units may need to be presented
in the notes, as discussed in chapter 3.
2.46 The principal guidance for note disclosures is contained in NCGA
Interpretation No. 6, Notes to the Financial Statements Disclosure, as amended,
and GASB Statement No. 62 as well as various other NCGA and GASB
pronouncements. Many of the chapters in this guide discuss note disclosures
required for governmental financial statements. The following are among the
significant required disclosures that are not discussed elsewhere in this guide:

•

A description of the government-wide financial statements, noting
that fiduciary funds are not included

•

The measurement focus and basis of accounting used in the governmentwide statements
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•

For governments that present their primary government in more
than a single column, a description of the activities accounted for in
each major fund, the internal service funds, and the fiduciary fund
types (for other than the general fund or its equivalent, the descriptions should be specific to the government, rather than general
definitions that could describe any government)

•

Material violations of finance-related legal and contractual provisions and the actions taken to address such violations

2.47 The notes to the financial statements should include a summary of
significant accounting policies, as required by NCGA Statement No. 1 and
paragraphs 90–95 of GASB Statement No. 62. As provided for in paragraph 93
of GASB Statement No. 62, the summary of significant accounting policies
should encompass those accounting principles and methods that involve any of
the following:

•
•

•

A selection from existing acceptable alternatives
Principles and methods peculiar to the industry in which the government (for example, a special purpose district) operates, even if
such principles and methods are predominantly followed in that
industry
Unusual or innovative applications of GAAP (and, as applicable, of
principles and methods peculiar to the industry in which the government operates)

NCGA Interpretation No. 6 paragraph 6, as amended by GASB Statement No.
34, states that although a summary of significant accounting policies is a
required disclosure, it may be a stand-alone summary or may be included as the
initial note to the financial statements. If it is a stand-alone summary, each
page of the basic financial statements should be referenced thereto and also to
the notes to financial statements.

Required Supplementary Information Other Than MD&A
2.48 GAAP requires the presentation of certain RSI. RSI differs from
other types of information that accompanies the basic financial statements
because RSI is considered an essential part of financial reporting and has
established authoritative guidelines for measuring and presenting that information. GASB Concepts Statement No. 3 indicates that RSI is supporting
information that GASB has concluded is essential for placing basic financial
statements and notes to the basic financial statements in an appropriate
operational, economic, or historical context. Further, RSI should have a clear
and demonstrable relationship to information in the basic financial statements
or notes to the basic financial statements to which it pertains.
2.49 GASB Statement No. 34, as amended, requires budgetary comparisons to be presented for the general fund and for each major special revenue
fund that has a legally adopted annual budget. As discussed in paragraph 2.67,
governments are encouraged by GASB to present such budgetary comparison
information as a part of RSI, rather than as a basic financial statement, because
that information is not considered essential to the users’ understanding of the
financial position and results of operations of a government. However, as
provided in GASB Statement No. 41, Budgetary Comparison Schedules—
Perspective Differences—an amendment of GASB Statement No. 34, a government with significant budgetary perspective differences that result in the
government’s not being able to present budgetary comparisons for the general
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fund and each major special revenue fund should present budgetary comparison schedules as RSI based on the fund, organization, or program structure that
they use for their legally adopted budget. GASB Statement No. 34, as amended,
allows governments, except those subject to GASB Statement No. 41, to elect
to report the required budgetary comparison information in a budgetary
comparison statement as part of the basic financial statements, rather than as
RSI. The budgetary comparison information should present both (a) the original
and (b) the final appropriated budgets for the reporting period as well as (c)
actual inflows, outflows, and balances, stated on the government’s budgetary
basis. This information will demonstrate whether resources were obtained and
used in accordance with the entity’s legally adopted budget. See the further
discussion of the financial reporting and auditing considerations for budgetary
comparison information in chapter 11, “The Budget.”
2.50 The following GASB standards include provisions for RSI other than
MD&A (discussed in paragraphs 2.09–.10) and budgetary comparison information (discussed in paragraph 2.49):

•

GASB Statement No. 10, as amended by GASB Statement No. 30,
Risk Financing Omnibus—an amendment of GASB Statement No.
10, requires public entity risk pools to include certain revenue and
claims development information. (See chapter 12.)

•

GASB Statement No. 25, Financial Reporting for Defined Benefit
Pension Plans and Note Disclosures for Defined Contribution Plans,
requires that certain defined benefit pension plans present a schedule of funding progress and a schedule of employer contributions.
(See chapter 12.)

•

GASB Statement No. 27, Accounting for Pensions by State and Local
Governmental Employers, requires disclosure of factors that significantly affect the identification of trends in the amounts reported by
employers that participate in single-employer and agent multipleemployer defined benefit pension plans. (See chapter 8.)

•

GASB Statement No. 34, as amended, requires schedules of assessed
condition and estimated and actual maintenance and preservation
costs for governments that use the modified approach for infrastructure assets. (See chapter 7.)

•

GASB Statement No. 43, Financial Reporting for Postemployment
Benefit Plans Other Than Pension Plans, requires employers to
present as RSI a schedule of funding progress and a schedule of
employer contributions. However, when a cost-sharing or agent plan’s
financial statements are included in an employer’s financial report,
the employer is not required to present schedules of RSI for that plan
if both (a) the required schedules are included with the plan’s
financial statements in a publicly available, stand-alone plan financial report and (b) the employer includes in its notes to the financial
statements information about how to obtain the stand-alone plan
financial report. (See chapters 8 and 12.)

•

GASB Statement No. 45, Accounting and Financial Reporting by
Employers for Postemployment Benefits Other Than Pensions, requires employers to present as RSI information related to funding
progress (for the most recent actuarial valuation date and the two
preceding valuation) and factors significantly affecting identification
of trends in the amounts reported. Additional RSI is required when
a cost-sharing plan in which an employer participates does not issue
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and make publicly available a stand-alone plan financial report and
the plan is not included in the financial report of a PERS or another
entity. In such cases, cost-sharing employers present schedules of
funding progress and employer contributions for the plan (and notes
to these schedules), in its own financial report schedules. (See chapters 8 and 12.)

•

GASB Statement No. 50, Pension Disclosures—an amendment of
GASB Statements No. 25 and No. 27, conforms disclosures related to
defined benefit pension plans (previously defined in GASB Statement
No. 25, as amended, and No. 27) to those of other post employment
benefit plans (defined in GASB Statement Nos. 43 and 45). The
statement requires employers to present as RSI, in their own financial report, schedules of funding progress and employer contributions
for the cost-sharing plan (and related notes) if the plan itself does not
issue and make publicly available a stand-alone plan financial report
and the plan is not included in the financial report of a PERS or other
entity. (See chapters 8 and 12.)

GAAP requirements for certain RSI also provide for certain notes to the RSI.
As discussed in chapter 14, “Audit Reporting,” those notes are part of the
prescribed guidelines. Further, presenting RSI for discretely presented component units is a matter of professional judgment, as discussed in chapter 3.
Update 2-4 Accounting and Reporting: Pensions of State and Local
Government Employers
GASB Statement No. 68, Accounting and Financial Reporting for Pensions—an
amendment of GASB Statement No. 27, issued in June 2012, is effective for
periods beginning after June 15, 2014. Earlier application is encouraged. GASB
Statement No. 68 includes transition provisions regarding accounting changes
and the presentation of in-formation in schedules of RSI.
GASB Statement No. 68 replaces the requirements of GASB Statement No. 27,
Accounting for Pensions by State and Local Governmental Employers, as well
as the requirements of GASB Statement No. 50, Pension Disclosures, as they
relate to pensions that are provided through pension plans administered as
trusts or equivalent arrangements (hereafter jointly referred to as trusts) that
meet certain criteria. The requirements of GASB Statements Nos. 27 and 50
remain applicable for pensions that are not covered by the scope of this
statement. GASB Statement No. 68 establishes standards for measuring and
recognizing liabilities, deferred outflows of resources, deferred inflows of resources, and expenses and expenditures related to pensions. For defined benefit
pensions, this statement identifies the methods and assumptions that should
be used to project benefit payments, discount projected benefit payments to
their actuarial present value, and attribute that present value to periods of
employee service.
Users of this guide are encouraged to consult the full text of GASB Statement
No. 68, available at www.gasb.org.
2.51 GASB Statement No. 34 paragraph 6 and footnote 5 require that RSI
other than MD&A be presented immediately following the notes to the financial
statements, except for the revenue and claims development information presented by certain public entity risk pools, as discussed in the public entity risk
pools section of chapter 12.
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Special-Purpose Governments
2.52 Special-purpose governments are legally separate entities that perform only one activity or only a few activities, such as cemetery districts, school
districts, colleges and universities, utilities, hospitals and other health care
organizations, port authorities, transit agencies, airports, public housing authorities, financing authorities, and public employee retirement systems. GASB
Statement No. 34, as amended, provides that certain special-purpose governments should present different basic financial statements from those previously described. The required financial statements for those entities are designed to be appropriate to the nature and mix of the activities they perform.
See the further discussion of the financial reporting and auditing considerations for special-purpose governments in chapter 12.

Other Financial Reporting Issues
Other Information and Supplementary Information
2.53 “GASB defined” SI may be either OI as defined in AU-C section 720
or SI as defined in AU-C section 725. Although “GASB defined” SI is not
required to accompany the basic financial statements, many governments
present this information with their basic financial statements. GASB standards
exist for certain ”GASB defined” SI, such as the combining and individual fund
financial statements, and certain statistical information that should be presented in a Comprehensive Annual Financial Report (CAFR). A CAFR comprises the basic financial statements and RSI and is accompanied by certain
“GASB defined” SI. From an auditing perspective, the “GASB defined” SI will
be considered SI if (a) the required conditions in AU-C section 725 have been
met and (b) the auditor has been engaged to provide an “in relation to” opinion.
Otherwise, the information will be considered OI for situations when the
limited procedures in AU-C section 720 are required
NCGA Statement No. 1 paragraph 139, as amended, contains the requirements
for the contents of a CAFR. A CAFR includes the following “GASB defined” SI:
a. Introductory section—This section includes a table of contents, letter(s) of transmittal, and other material deemed appropriate by
management. In practice, this information is typically considered OI
(that is, auditors are not typically engaged to provide an “in relation
to” opinion on the introductory section).
b. Appropriate combining and individual fund financial statements and
schedules—This section has the following:
i. Combining statements, which should present (a) the nonmajor
governmental and enterprise funds, internal service funds, and
fiduciary funds of the primary government (including its blended
component units)—all by fund type,14 (b) the nonmajor discretely presented component units, and (c) the fund financial
statements of individual component units if the information is
not available in separately issued financial statements of the
individual component units.

14
The Comprehensive Annual Financial Report also should present a combining statement
of changes in assets and liabilities for all agency funds.
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ii. Individual fund statements, which should be presented when
the primary government has only one nonmajor fund of a given
fund type (unless presented in the combining statements) or if
they are needed to present prior-year and budgetary comparisons that are not presented in RSI.
iii. Schedules, which should be used to (a) demonstrate compliance
with finance-related legal and contractual provisions, (b) present information spread throughout the statements that can be
brought together and shown in greater detail, and (c) present
greater detail for information reported in the statements.
In practice, this information is typically considered SI (that is,
auditors are often engaged to provide an “in relation to” opinion on
the combining statements, individual fund financial statements, and
schedules).
c. Statistical section—GASB Statement No. 44, Economic Condition
Reporting: The Statistical Section—an amendment of NCGA Statement 1, requires a statistical section to present detailed information,
typically in ten-year trends, in five categories: financial trends information, revenue capacity information, debt capacity information,
demographic and economic information, and operating information.
(GASB Q&A chapter 9 answers various questions about Statement
No. 44. Appendix 9-2 to that chapter provides nonauthoritative
illustrations of the provisions of Statement No. 44 for various example types of governments.) In practice, this information is typically
considered OI (that is, auditors are not typically engaged to provide
an “in relation to” opinion on the statistical section).
The three sections previously listed are required parts of a CAFR, but governments are not required to prepare those sections if they do not present their
basic financial statements within a CAFR. OI and SI that are “required” to
accompany a CAFR remain OI and SI; that is, they do not become RSI when
presented as part of a CAFR. Paragraphs 2.63–.64 discuss auditing considerations for RSI, OI, and SI.

Prior-Period Comparative Financial Information
2.54 Governments sometimes present partial or summarized (or partial
and summarized) prior-period comparative financial information in their basic
financial statements rather than making a complete prior-period presentation
at the level of detail required by GAAP. For example, a government may present
prior-year financial information only for its government-wide financial statements and not also for its fund financial statements. As another example, a
government may present prior-year financial information in its governmentwide financial statements only for the total reporting entity rather than
disaggregated by governmental activities, business-type activities, total primary government, and discretely presented component units.
2.55 If prior-period financial information is presented in a partial or
summarized manner and does not include the minimum information required
by GAAP, the nature of the prior-period information should be described by the
use of appropriate titles on the face of the financial statements and in a note
to the financial statements. Such labeling and disclosure is supported by the
provisions of paragraph 53 of GASB Statement No. 62, which states “it is
necessary that prior-period figures shown for comparative purposes be, in fact,
comparable with those shown for the most recent period, or that any exceptions
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to comparability be clearly brought out as described in paragraphs 63–89 of
GASB Statement No. 62.” The use of appropriate titles includes a phrase such
as “with [partial/summarized] financial information for the year ended June
30, 20PY,” as part of the title of the statement or, instead, column headings that
indicate the partial or summarized nature of the information. Labeling the
prior-period partial or summarized financial information “for comparative
purposes only” without further disclosure in the notes to the financial statements would not constitute the use of an appropriate title. An example of a note
to the financial statements15 that describes the summarized nature of priorperiod information would be as follows:
The basic financial statements include certain prior-year summarized comparative information in total but not at the level of detail
required for a presentation in conformity with generally accepted
accounting principles. Accordingly, such information should be read
in conjunction with the government’s financial statements for the
year ended June 30, 20PY, from which the summarized information
was derived.
Chapter 14 discusses auditors’ reports on prior-period financial information.

Auditing Considerations
2.56 A significant consideration in auditing a government’s financial
statements is to understand the unique requirements for financial statement
presentation. Auditors should understand GAAP for financial statement presentation as discussed in this and other chapters of this guide, as well as the
engagement’s reporting objective as discussed in chapter 4, “General Auditing
Considerations.” Chapter 14 discusses the effect on the auditor’s opinions in
various situations when a government’s basic financial statements are not
presented in conformity with GAAP.

Compliance Requirements
2.57 As discussed in chapter 4, the auditor should determine that a
government’s financial statements appropriately consider compliance requirements that have a direct and material effect on the determination of financial
statement amounts. An example would be evaluating whether separate funds
are maintained and reported when required by legal or contractual provisions,
such as those arising from the entity’s own constitutional or legislative provisions and from grants, contributions, and appropriations received from other
governments and from nongovernmental entities. Legal and contractual provisions may sometimes use the terminology separate funds or separate accounts, when the intention of those provisions is a separate accounting for
restricted resources, which does not necessarily require the government to
establish separate funds or bank accounts for the resources. An example of a
situation that may require evaluation of whether a separate accounting is
intended is a debt agreement (covenant or indenture) that specifies that the
entity maintain separate depreciation, bond reserve, and debt service “funds.”
Conversely, legal and contractual provisions may require a segregation of
resources for a particular purpose but not use the terminology separate funds.
The auditor may need to consult legal counsel to evaluate whether legal or
15
Because the note discusses information that does not pertain to the current-period
financial statements, the note is not considered to be part of the current-period financial
statements.
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contractual provisions require the use of separate funds for financial reporting
purposes.

Fund and Activity Classifications
2.58 One consideration in the audit of a government’s financial statements is whether the government has properly segregated activities into funds
and reported its funds in the proper fund classifications. Those classifications
depend not only on compliance requirements, as discussed in paragraph 2.54,
but also on the GAAP definitions of the various funds, as discussed in paragraphs 2.24–.27. Another consideration is whether a government’s activities are
properly classified as governmental or business-type in the government-wide
financial statements. Those classifications depend on the GAAP definitions
relating to those classifications as well as the government’s fund classification
of the underlying fund activity, as discussed in paragraph 2.12 and footnotes
4–5.

Major Funds
2.59 The auditor should evaluate the government’s quantitative determination of major funds to determine whether all required major funds are
separately displayed in the fund financial statements. Chapter 14 discusses the
effect on the auditor’s report if quantitatively determined major funds are not
separately displayed. GASB Statement No. 34, as amended, permits (but does
not require) governments to report as a major fund any governmental or
enterprise fund other than those that meet the quantitative criteria if the
government’s officials believe it is particularly important to financial statement
users. That permitted presentation of major funds based on management
judgment gives management broad discretion in designating additional funds
as major, and the auditor is not required to evaluate management’s judgment
in that regard. However, the auditor should consider obtaining a written
representation from current management indicating that management believes that all judgmentally determined major funds are particularly important
to financial statement users. The standards for selecting major funds could
result in different funds being reported as major each year. As discussed in
chapter 14, such changes should not be considered a change in accounting
principles affecting consistency.16 Chapter 10 discusses audit procedures for the
opening equity of major funds that were not audited as major the previous year.

Restricted Assets
2.60 Assets are reported in the financial statements17 as restricted when
the nature and amount of those assets satisfy the applicable legal and contractual provisions. The auditor should evaluate the adequacy of the government’s compliance with restrictions and its financial reporting of those restrictions, and consider the effect on the auditor’s report on the financial statements.
16
Management may, in the interest of interperiod consistency, choose to report a governmental or enterprise fund as a major fund even though it does not meet the quantitative
criteria.
17
GASB Q&A item 7.22.2 states “Statement 34 does not require separate presentation of
restricted assets in the government-wide statement of net position for either governmental
activities or business–type activities; however, the decision to use the classified format may
result in the presentation of a portion of restricted assets as ‘noncurrent’.” Note, however, that
GASB Statement No. 34 paragraph 99 requires, for proprietary funds, that restricted assets
should be reported when restrictions on asset use change the nature or normal understanding
of the availability of the asset.
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For example, the auditor may find that assets restricted for debt retirement
include amounts due from other funds. In that situation, there is an implication
that the underlying assets have not been appropriately restricted from general
use and, thus, noncompliance with the requirement for restriction of the assets.

Notes to the Financial Statements
2.61 As stated earlier in this chapter, the notes to the financial statements
should communicate information essential for fair presentation of the basic
financial statements that is not displayed on the face of the financial statements. In addition to that basic rule, certain notes to the financial statements
are specifically required for the basic financial statements to be in conformity
with GAAP. Chapter 4 discusses the auditor’s responsibility concerning whether
the government makes required disclosures in conformity with GAAP. The
auditor should evaluate whether the government’s basic financial statements
properly present all material note disclosures and the effect on the auditor’s
report on the financial statements if material disclosures are omitted or not
presented in conformity with GAAP, as further discussed in chapter 13,
“Concluding the Audit.”
2.62 Like the provisions of all GASB standards, notes to the financial
statements are not required for immaterial items. In fact, NCGA Interpretation
No. 6 paragraph 6 states that “The notes to financial statements should not be
cluttered with unnecessary and immaterial disclosures. Attendant circumstances and materiality must be considered in assessing the propriety of the
notes to the financial statements disclosures.” If the auditor determines that
the government’s notes to the financial statements present unnecessary and
immaterial disclosures, the auditor may advise the government of such disclosures. However, the presentation of unnecessary and immaterial disclosures
does not affect the auditor’s report on the financial statements because the
presentation does not cause material misstatements of the financial statements.

Required Supplementary Information, Supplementary Information,
and Other Information
2.63 Chapter 4 discusses the procedures that an auditor applies to RSI, SI,
and OI as defined in AU-C section 730, AU-C section 725, and AU-C section 720,
respectively and chapter 14 discusses the auditor’s reporting responsibilities for
RSI, SI, and OI. As noted earlier in this chapter, GASB standards require
MD&A to precede the basic financial statements and most other RSI (such as
budgetary comparison information, information related to pension and other
postemployment benefits, and information on assessed condition and estimated
and actual maintenance and preservation costs for governments that use the
modified approach for infrastructure assets) to be presented immediately
following the notes to the financial statements. If the measurement or presentation of the RSI departs materially from the prescribed guidelines, the auditor
should include a statement that although the auditor’s opinion on the basic
financial statements is not affected, material departures exist. The auditor
should then describe the departures. If some or all of the RSI is omitted,
additional statements by the auditor should be included. Chapter 14 further
describes the auditor’s reporting required by AU-C section 730 for both of these
situations. (As discussed in chapter 14, the manner in which RSI is presented
does not affect the auditor’s opinions on the opinion units presented in the basic
financial statements.)
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2.64 Only information required by GAAP to be presented as RSI can be
considered RSI. As part of the auditor’s procedures for RSI, the auditor should
consider whether MD&A and other RSI includes information that is not
required by GAAP. For example, information presented in MD&A should be
confined to the topics discussed in GASB Statement No. 34 paragraph 11, as
amended (as discussed in paragraph 2.09). If the government presents additional information as part of RSI, the auditor should consider whether to report
that the RSI content constitutes a presentation that departs materially from
prescribed guidelines.

Other Financial Reporting Considerations
2.65 Chapter 14 discusses the presentation of summary financial information (popular reports). Chapter 15, “Financial Statements Prepared in
Accordance With a Special Purpose Framework,” discusses the presentation of
financial statements prepared in conformity with a comprehensive basis of
accounting other than GAAP. Financial statements presented on this basis are
referred to as financial statements prepared in accordance with a special
purpose framework.

Accounting and Financial Reporting Alternatives
2.66 GASB standards permit various accounting and financial reporting
alternatives. Although GASB standards do not identify any alternatives as
preferable, they do state or imply that the use of certain alternatives is
encouraged. Chapter 14 discusses the auditor’s evaluation of a change in
accounting principles relating to accounting and financial reporting alternatives that are identified as preferable and encouraged. Appendix A to this
chapter, “Accounting and Financial Reporting Alternatives in GASB Statement
No. 34, as Amended,” lists certain accounting and financial reporting alternatives contained in GASB standards and identifies those alternatives that are
encouraged. Other accounting and financial reporting alternatives that are
permitted are described in GASB standards and applicable private-sector
standards. General disclosure standards regarding accounting and financial
reporting alternatives are noted in paragraph 2.47.
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Appendix A — Accounting and Financial Reporting
Alternatives in GASB Statement No. 34, as Amended
GASB Statement No. 34, as amended, includes numerous accounting and
financial reporting alternatives, which are provisions that permit an unconditional choice between two or more approaches. In many situations, that statement encourages the use of one alternative over another. Table A-1 lists those
alternatives and identifies those that are encouraged with a checkmark. This
appendix includes some requirements from the transition section of GASB
Statement No. 34 because they have ongoing effect on a government’s financial
statements.

Table A-1
GASB Statement No. 34 Accounting and
Financial Reporting Alternatives As Amended

Topic

Description of Alternative Methods
and Presentations

Encouraged

References
in GASB
Statement
No. 34

MD&A

• Using charts, graphs, and tables is
encouraged to enhance the
understandability of management’s
discussion and analysis (MD&A).

paragraph 9

Government-wide
financial statements
(GWFS)

• A total column for the reporting
entity as a whole may or may not be
presented.

paragraph 14

• Prior-year data may or may not be
presented.

paragraph 14

GWFS—statement
of net position

Presentations
• Presenting the statement using a
net position format, rather than a
balance sheet format, is encouraged.

paragraph 30

• Presenting assets and liabilities in
order of their relative liquidity, rather
than classifying them as between
current and long-term, is encouraged.

paragraph 31 and
footnote 23

Capital assets
• Accumulated depreciation may be
reported on the face of the statement of
net position or disclosed in the notes.

paragraph 20

• Capital assets may be reported in
detail, such as by major class of asset—
for example, infrastructure, buildings
and improvements, vehicles, machinery
and equipment (although disclosure of
the details is required).

paragraph 20

(continued)
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GASB Statement No. 34 Accounting and
Financial Reporting Alternatives As Amended—continued

Topic
GWFS—statement
of activities

Description of Alternative Methods
and Presentations

Encouraged

References
in GASB
Statement
No. 34

Level of detail
• Presenting data at a more detailed
level than by function (for governmental
activities) or different identifiable
activities (for business-type activities) is
encouraged if that presentation provides
more useful information without
reducing understandability.

paragraph 40

• Presenting a statement of activities
as supplementary information other
than required supplementary
information (known as “GASB defined”
SI) is encouraged by the Governmental
Accounting Standards Board (GASB) for
(a) governments that want to present
disaggregated data for their multiplefunction enterprise funds beyond what
is required for segment reporting and
(b) special-purpose governments
engaged only in business-type activities.

paragraph 123

Indirect expenses
• None, some, or all indirect expenses
may be allocated among functions.

paragraph 42

• If indirect expenses are allocated, a
column totaling direct and indirect
expenses may or may not be presented.

paragraph 42

• Administrative overhead charges for
“centralized” expenses may be
eliminated or not. Disclosure is required
if those charges are not eliminated.

paragraph 43

Depreciation expense

Fund classification
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• Depreciation expense on
noninfrastructure capital assets that
serve essentially all functions may be
(a) allocated ratably as a direct expense
among functions, (b) reported as a
separate line item, or (c) reported in an
“indirect” function (such as “general
government”). A disclosure is required
on the face of the statement if a
separate line item is used.

paragraph 44

• Depreciation expense on general
infrastructure assets may be reported as
a direct expense of the function
associated with capital outlay or as a
separate line item.

paragraph 45

• An enterprise fund may or may not
be used to report any activity for which
a fee is charged to external users for
goods or services. (There are three
situations in which the use of an
enterprise fund is required.)

paragraph 67
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GASB Statement No. 34 Accounting and
Financial Reporting Alternatives As Amended—continued

Topic

Description of Alternative Methods
and Presentations

Encouraged

References
in GASB
Statement
No. 34

• An internal service fund may or
may not be used to report any activity
that provides goods or services to other
funds, departments, or agencies of the
primary government or its component
units, or to other governments. However,
to use an internal service fund, the
reporting government has to be the
predominant participant in the activity.

paragraph 68

Major funds

• Any governmental or enterprise
fund that the government’s officials
believe is particularly important to
financial statement users may be
presented as a major fund. (There is a
two-step test for determining which
governmental and enterprise funds are
required to be reported as major funds.)

paragraph 76

Governmental fund
financial statements

• The financial position statement,
nonspendable fund balance may be
presented separately or in the
aggregate. Restricted, committed, and
assigned fund balance may be presented
in the aggregate for each classification
or presented with additional
information within the respective fund
balance classification. Specific detailed
information should be disclosed in the
notes to the financial statements for
information presented in the aggregate
on the financial position statement.

Paragraph 84, as
amended

Proprietary fund
financial statements

• The financial position statement
may be presented using either a net
position format or a balance sheet
format.

paragraph 91,
footnote 39, and
paragraph 98

• In the financial position statement,
the difference between assets plus
deferred outflows and liabilities plus
deferred inflows should be labeled net
position ; net position should be
displayed in the three components, as
discussed in GASB Statement No. 34,
paragraph 98.)

paragraph 91,
footnote 40

• Revenues may be reported either
(a) net of discounts and allowances with
the discount or allowance amount
presented parenthetically in the
financial statement or in a note to the
financial statements or (b) gross with
the related discounts and allowances
reported directly below the revenue
amount.

paragraph 100,
footnote 41

(continued)

AAG-SLV 2.67

40

State and Local Governments

GASB Statement No. 34 Accounting and
Financial Reporting Alternatives As Amended—continued

Topic

Description of Alternative Methods
and Presentations

Encouraged

References
in GASB
Statement
No. 34

Fiduciary fund
financial statements

• The components of net position—net
investment in capital assets; restricted;
and unrestricted—may or may not be
presented in the statement of fiduciary
net position. (Other GASB statements
require specific net position
presentations for certain fiduciary
funds.)

paragraph 108

Infrastructure
assets

• Networks or subsystems of
networks of infrastructure assets may
be reported by using the modified
approach or by reporting depreciation
expense. (Two requirements for using
the modified approach have to be met.)

paragraph 23

• For infrastructure assets reported
using the modified approach, condition
assessments may be performed using
statistical samples and may be
performed on a cyclical basis.

paragraph 24,
footnote 19

• Governments that do not use the
modified approach but gather the
information required to be presented as
required supplementary information
(RSI) were they to use that approach
are encouraged to provide that
information as SI.

paragraph 133,
footnote 58

• Phase 1 and 2 governments (those
with total annual revenues of $10
million or more in the first fiscal year
ending after June 15, 1999) may limit
retroactive reporting of general
infrastructure assets to major general
infrastructure assets acquired,
renovated, restored, or improved in
fiscal years ending after June 30, 1980.1

paragraphs 148,
154, and 156

• Phase 3 governments (those with
total annual revenues of less than $10
million in the first fiscal year ending
after June 15, 1999) are not required to
retroactively report general
infrastructure assets.2

paragraph 148

• Phase 3 governments may
retroactively report major general
infrastructure assets and all
governments, including phase 3
governments, may retroactively report
all general infrastructure assets.

paragraphs 148
and 156

1
Similar guidance concerning the retroactive reporting of general infrastructure assets is
provided in GASB Statement No. 35, Basic Financial Statements—and Management’s Discussion and Analysis—for Public Colleges and Universities—an amendment of GASB Statement
No. 34, paragraph 10.
2
See footnote 1 in this appendix.
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GASB Statement No. 34 Accounting and
Financial Reporting Alternatives As Amended—continued

Topic

Description of Alternative Methods
and Presentations

Encouraged

References
in GASB
Statement
No. 34

• If the actual historical cost of
existing major general infrastructure
assets is not practically determinable,
historical cost may be estimated using
any approach that complies with the
intent of GASB Statement No. 34.

paragraph 155

Works of art,
historical treasures,
and similar assets

• Capitalization is encouraged, but
not required, for collections that are not
capitalized at June 30, 1999, and that
are (a) held for public exhibition,
education, or research in furtherance of
public service, rather than financial
gain; (b) protected, kept unencumbered,
cared for, and preserved; and (c) subject
to an organizational policy that requires
the proceeds from sales of collection
items to be used to acquire other items
for collections.

paragraph 27 and
footnote 22

Depreciation

• Any established depreciation
method may be used, including
composite methods.

paragraphs 22,
161, 163, and
164

• Depreciation may be based on the
estimated useful life of a class of assets,
a network of assets, a subsystem of a
network, or individual assets.

paragraphs 22
and 161

• For estimated useful lives,
governments can use (1) general
guidelines obtained from professional or
industry organizations, (2) information
for comparable assets of other
governments, or (3) internal
information.

paragraph 161

Proprietary Fund
Accounting—
Regulated
Operations

• The provisions of paragraphs
476–500, “Regulated Operations” of
GASB Statement No. 62, Codification of
Accounting and Financial Reporting
Guidance Contained in Pre-November
30, 1989 FASB and AICPA
Pronouncements, may be applied to
qualifying enterprise funds meeting the
criteria for reporting as regulated
enterprises.

paragraph 95, as
amended

Budgetary
information

• Governments that present
budgetary comparison information for
the general fund and for each major
special revenue fund are encouraged to
present such information as part of RSI,
rather than as a basic financial
statement.

paragraph 130 and
footnote 53, as
amended

• Reporting the variance between the
final budget and actual amounts is
encouraged but not required.

paragraph 130

(continued)
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GASB Statement No. 34 Accounting and
Financial Reporting Alternatives As Amended—continued

Topic

Description of Alternative Methods
and Presentations

Encouraged

References
in GASB
Statement
No. 34

• The variance between original and
final budget amounts may or may not
be presented.

paragraph 130

• Budgetary comparison schedules
may be presented using (a) the same
format, terminology, and classifications
as in the budget document or (b) the
format, terminology, and classifications
in a statement of revenues,
expenditures, and changes in fund
balances.

paragraph 131

• If the budgetary comparison
schedules are presented as RSI,
required information that reconciles
budgetary information to generally
accepted accounting principles
information may be presented either in
a separate RSI schedule or in notes to
RSI.

paragraph 131

Component unit
financial
information

• Information required by paragraph
51 of GASB Statement No. 14, The
Financial Reporting Entity, as amended,
about each major component unit can
be provided by (a) presenting each
major component unit in a separate
column in the GWFS, (b) including
combining statements of major
component units in the basic statements
after the fund financial statements, or
(c) presenting condensed financial
statements in the notes to the financial
statements. Information for nonmajor,
discretely presented, component units
should be presented in the aggregate.

paragraph 126
and footnote 50

Single-program
governments

• Special-purpose governments
engaged in a single governmental
program may combine their GWFS and
fund financial statements using a
columnar format that reconciles
individual line items of fund financial
data to government-wide data in a
separate column on the face of the
financial statements. Descriptions of
reconciling items should be presented
either on the face of the financial
statements, in an accompanying
schedule, or in the notes to the financial
statements.

paragraph 136
and footnote 62

• If special-purpose governments
engaged in a single governmental
program present separate GWFS and
fund financial statements, they may
present their government-wide
statement of activities using a different
format (such as a single column format).

paragraph 136
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GASB Statement No. 34 Accounting and
Financial Reporting Alternatives As Amended—continued

Topic

Description of Alternative Methods
and Presentations

Encouraged

References
in GASB
Statement
No. 34

“Not-for-profit”
governments

• Governments that reported as of
June 30, 1999, using the AICPA Not-forProfit model as defined in GASB
Statement No. 29, The Use of Not-forProfit Accounting and Financial
Reporting Principles by Governmental
Entities, but that do not meet the GASB
34 criteria for the use of an enterprise
fund, may nevertheless use enterprise
fund accounting and financial reporting.

paragraph 147,
as amended

Public employee
retirement system
(PERS) reporting

• PERS that administer more than
one defined benefit pension plan or
postemployment healthcare plan may
(a) present a separate column for each
plan on its financial statements or
(b) present combining statements for
those plans as part of its basic financial
statements.

paragraph 140,
as amended

• For all plans other than defined
benefit pension plans or other
postemployment benefit plans, a PERS
is encouraged to present combining
financial statements.

paragraph 141, as
amended

AAG-SLV 2.67

45

The Financial Reporting Entity

Chapter 3

The Financial Reporting Entity
Introduction
3.01 Many governmental financial statements include the financial data
of more than a single legal entity. Governmental Accounting Standards Board
(GASB) Statement No. 14, The Financial Reporting Entity, as amended, contains the standards for defining the governmental financial reporting entity
and for identifying which legally separate entities are component units that
should be included with another government (usually a primary government)
in a financial reporting entity’s financial statements. Requirements for including component units are based primarily on the concept of financial accountability, where elected officials are accountable to citizens for their public policy
decisions, regardless of whether those decisions are carried out directly by the
elected officials through the operations of the primary government or by their
designees through the operations of specially created organizations.
Update 3-1 Accounting and Reporting: Reporting Entity
GASB Statement No. 61, The Financial Reporting Entity: Omnibus—an amendment of GASB Statements No. 14 and No. 34, issued in November 2010, is
effective for periods beginning after June 15, 2012. Earlier application is
encouraged. In the first period this statement is applied, changes should be
treated as an adjustment of prior periods, and financial statements presented
for the periods affected should be restated.
GASB Statement No. 61 amends GASB Statement Nos. 14 and 34 by amending
the criteria for including component units and for blending component units in
the financial statements of the primary government. In addition, GASB Statement No. 61 requires reporting condensed combining information in the notes
to the financial statements for component units that are blended through
consolidation into the single column of primary governments that are businesstype activities reporting in a single column (such as a state university). GASB
Statement No. 61 also clarifies the reporting of equity interests in legally
separate organizations.
For more information about the effects of GASB Statement No. 61 upon its
implementation, a summary of this statement is included in section A.01 in
appendix A, “Guidance Updates.”
3.02 GASB Statement No. 14, as amended, also contains standards for
displaying component units in a financial reporting entity’s basic financial
statements. The statement contains a concept of discrete presentation that
separates the financial information of most component units from the financial
information of the primary government. However, the financial information of
some component units is blended with the financial information of the primary
government.
3.03 The purpose of this chapter is to discuss the major elements of the
financial reporting entity definition and related reporting matters to consider
in planning, performing, evaluating the results of, and reporting on the audit.
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Refer to GASB Statement No. 14, as amended, for a discussion of the governmental financial reporting entity and to GASB Statement No. 34, Basic Financial Statements—and Management’s Discussion and Analysis—for State
and Local Governments, as amended, for guidance on the form and content of
the basic financial statements to be issued by all state and local governmental
entities. Additional guidance is provided in chapters 4 and 7 of the GASB
Comprehensive Implementation Guide (GASB Q&A), including nonauthoritative appendixes that provide illustrative examples, disclosures, and financial
statement presentations for the financial reporting entity and component units.

GASB’s Financial Reporting Entity Standards
3.04 The requirements of GASB Statement No. 14, as amended, apply to
all state and local governments and to the financial reporting of the following:

•
•
•
•
•

Primary governments
The separately issued financial statements of a governmental component unit
Governmental joint ventures
Jointly governed organizations
Other stand-alone governments1

In addition, GASB Statement No. 14, as amended, should be applied to all
governmental and nongovernmental component units when they are included
in a governmental financial reporting entity and to the separately issued
financial reports of governmental component units (see GASB Q&A items
4.2.1–4.2.2).

Definition of the Financial Reporting Entity
3.05 The governmental financial reporting entity consists of the following:

•
•
•

The primary government
Organizations for which the primary government is financially accountable
Other organizations for which the nature and significance of their
relationship with the primary government are such that exclusion
would cause the financial reporting entity’s financial statements to
be misleading or incomplete

The nucleus of a financial reporting entity usually is a primary government.
However, a government other than a primary government (such as a component
unit, a joint venture, a jointly governed organization, or another stand-alone
government) serves as the nucleus for its own financial reporting entity when
it issues separate financial statements.
3.06 GASB Statement No. 14 paragraph 13 defines a primary government
as any state government or general-purpose local government (for example, a
municipality or county). A primary government also is a special-purpose
government (for example, a school district or a park district) that meets all of
the following criteria:
1
Other stand-alone governments are legally separate governments that (a) do not have a
separately elected governing body and (b) do not meet the definition of a component unit. Other
stand-alone governments include some special-purpose governments, joint ventures, jointly
governed organizations, and pools.
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•
•
•

It has a separately elected governing body.
It is legally separate (see GASB Statement No. 14 paragraph 15).
It is fiscally independent of other state and local governments (see
paragraph 3.07).

The primary government consists of all funds, organizations, institutions,
agencies, departments, and offices that make up the legal entity. GASB Statement No. 14 paragraph 19, as amended, states that the primary government
also consists of funds for which it has a fiduciary responsibility, even though
those funds may represent organizations that do not meet the definition for
inclusion in the financial reporting entity.
3.07 A special-purpose government is fiscally independent if it has the
authority to do all three of the following:

•

Determine its budget without another government’s having the authority to approve and modify that budget

•

Levy taxes or set rates or charges without approval by another
government

•

Issue bonded debt without approval by another government

3.08 Component units include legally separate organizations (whether
governmental, not-for-profit, or for-profit organizations) for which elected officials of the primary government are financially accountable. GASB Statement
No. 14 paragraph 21 states the following about a primary government’s
financial accountability for a legally separate organization:

•

A primary government is financially accountable if it appoints a
voting majority of the organization’s governing body and (a) it is able
to impose its will on that organization or (b) there is a potential for
the organization to provide specific financial benefits to, or impose
specific financial burdens on, the primary government. (See the
discussion in paragraph 3.09.)

•

The primary government may be financially accountable if an organization is fiscally dependent on the primary government regardless
of whether the organization has (a) a separately elected governing
board, (b) a governing board appointed by a higher level of government, or (c) a jointly appointed board. (An organization that is not
fiscally independent is fiscally dependent on the primary government
that holds one or more of the powers listed in paragraph 3.07.) See
GASB Statement No. 14 paragraphs 34–38.

3.09 GASB Statement No. 14 paragraph 26 states that a primary government has the ability to impose its will on an organization if it can significantly influence the programs, projects, activities, or level of services performed
or provided by the organization. It provides a list of conditions that indicate that
ability. Further, GASB Statement No. 14 paragraph 27 states that an organization can provide a financial benefit to, or impose a financial burden on, a
primary government in a variety of ways and indicates that an organization has
a financial benefit or burden relationship with a primary government if any one
of the following conditions exist:

•

The primary government is legally entitled to or can otherwise access
the organization’s resources.
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•

The primary government is legally obligated or has otherwise assumed the obligation to finance the deficits of, or provide financial
support to, the organization.

•

The primary government is obligated in some manner for the debt of
the organization.

GASB Statement No. 14, as amended, provides a detailed discussion of those
three manifestations of a financial benefit or burden relationship.
3.10 GASB Statement No. 14, as amended, also requires certain organizations to be included as component units if the nature and significance of their
relationship with the primary governments are such that excluding them would
render the financial reporting entity’s financial statements misleading or
incomplete. GASB Statement No. 14 paragraph 40 refers to certain authorities
that are created to provide temporary fiscal assistance to a local government.
GASB Statement No. 39, Determining Whether Certain Organizations Are
Component Units—an amendment of GASB Statement No. 14, paragraph 5
(which added paragraph 40a to GASB Statement No. 14), provides further
guidance, stating that a legally separate, tax-exempt organization should be
reported as a component unit if all of the following criteria are met:

•

The economic resources received or held by the separate organization
are entirely or almost entirely for the direct benefit of the primary
government, its component units, or its constituents.

•

The primary government, or its component units, is entitled to, or has
the ability to otherwise access,2 a majority of the economic resources
received or held by the separate organization.

•

The economic resources received or held by an individual organization that the specific primary government, or its component units, is
entitled to, or has the ability to otherwise access, are significant to
that primary government. (Note that this significance criterion applies only to the legally separate, tax-exempt organizations that meet
the other two criteria listed here, and not to the evaluation of the
inclusion of other component units in the financial reporting entity.)

In addition, paragraph 41 of GASB Statement No. 14, as amended, states that
other organizations should be evaluated as potential component units if they
are closely related to, or financially integrated3 with, the primary government.
It is a matter of professional judgment to determine whether the nature and
the significance of a potential component unit’s relationship with the primary
government warrant inclusion in the reporting entity.
3.11 A nonauthoritative appendix to chapter 4 of the GASB Q&A provides
a flowchart as an aid for evaluating potential component units of a particular
financial reporting entity.

2
Governmental Accounting Standards Board (GASB) Statement No. 39, Determining
Whether Certain Organizations Are Component Units—an amendment of GASB Statement No.
14, states that a primary government’s “ability to otherwise access” may be demonstrated in
several ways and provides some examples, including a primary government historically
receiving, directly or indirectly, a majority of the economic resources provided by the organization.
3
GASB Statement No. 39 states that “financial integration may be exhibited and documented through the policies, practices, or organizational documents of either the primary
government or the organization being evaluated as a potential component unit.” The nonauthoritative basis for conclusions of GASB Statement No. 39 paragraph 34 provides examples
of financial integration.
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Financial Statement Presentation
3.12 GASB Statement No. 14, as amended, requires financial statement
presentation that permits financial statement users to distinguish between the
primary government and its component units.4 Some component units have
close relationships with the primary government, and their financial statements should be blended as if they were part of the primary government. (See
paragraphs 3.13–.14.) However, the financial data for most component units
should be discretely presented. (See paragraph 3.15.)
3.13 GASB Statement No. 14, as amended, explains that with blending, a
component unit’s balances and transactions are reported in a manner similar
to the balances and transactions of the primary government itself. That is, for
accounting and financial reporting purposes, blended component units generally should be treated the same as the funds of the primary government. For
example, the funds of a blended component unit should be included in the
appropriate fund financial statements (and combining and individual fund
financial statements, if presented as “GASB defined”5 , 6) of the primary government, and presented as major governmental or enterprise funds if they meet
the major funds criteria.7 However, the general fund of a blended component
unit should be reported as a special revenue fund. The financial data of blended
component units also should be included with the primary government’s
financial data in the government-wide financial statements.
3.14 GASB Statement No. 14, as amended, requires the use of the blending method for a component unit if the component unit’s governing body is
substantively the same as the governing body of the primary government.
Blending also is required if the component unit directly or indirectly provides
services entirely, or almost entirely, to the primary government or otherwise
exclusively, or almost exclusively, benefits the primary government even though
it does not provide services directly to it. (Paragraph 3.15 discusses an exception
to this second condition.)
3.15 Component units are included in the financial reporting entity by
discrete presentation if they do not meet the criteria for blending. In addition,
GASB Statement No. 39 requires that component units that meet the criteria
of GASB Statement No. 14 paragraph 40a, as discussed in paragraph 3.10, be
discretely presented. (GASB Q&A items 4.30.1–4.30.2 clarify that these component units should be discretely presented, even if they also meet a criterion for
blending.) Discrete presentation generally entails reporting component unit
financial data in rows and columns separate from the financial data of the

4
GASB Statement No. 34, as amended, provides that component units that are fiduciary
in nature should be reported in the primary government’s fund financial statements only (in
the statements of fiduciary net position and changes in fiduciary net position), where those data
are included with the appropriate fiduciary fund type. Those component units are treated the
same as fiduciary funds and are therefore referred to in this guide as fiduciary funds. This guide
refers to component units that are not fiduciary in nature as blended component units or
discretely presented component units. See also item 4.39.5 of the GASB Comprehensive
Implementation Guide (GASB Q&A), which clarifies that there are three types of component
units—blended, discretely presented, and fiduciary.
5
Chapter 4, “General Auditing Considerations,” and chapter 14, “Audit Reporting,” discuss
the auditor’s responsibility for and reporting on supplementary information (SI) and other
information (OI).
6
This guide uses the term “GASB defined” SI to refer to supplementary information other
than required supplementary information, which some governments present with their basic
financial statements. See chapter 2, “Financial Reporting,” for more information.
7
Chapter 2 discusses the major funds criteria.
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primary government. All discretely presented component units should be combined in one or more columns in the government-wide financial statements only
(that is, they are not also displayed in the fund financial statements). That
discrete column(s) should be located to the right of the total column of the
primary government, distinguishing between the financial data of the primary
government (including its blended component units) and those of the discretely
presented component units by providing descriptive column headings. All presentations of the financial data of discretely presented component units in the
reporting entity’s government-wide financial statements should be made using
the economic resources measurement focus and accrual basis of accounting.
3.16 GASB Statement No. 34 paragraph 61 provides that resource flows
between a primary government and its blended component units should be
reported using the statement’s standards for interfund and internal activity
(see chapter 9, “Interfund, Internal, and Intra-Entity Activity and Balances”).
In the government-wide financial statements, resource flows between a primary government and its discretely presented component units, except those
that affect the statement of net position, such as loans, repayments, deferred
revenue, and charges resulting from intra-entity transactions, should be reported as revenues and expenses. However, amounts payable and receivable
between a primary government and its discretely presented component units
or between those components should be reported on a separate line.
Update 3-2 Accounting and Reporting: Assets and Liabilities
GASB Statement No. 65, Items Previously Reported as Assets and Liabilities,
issued in March 2012, is effective for periods beginning after December 15,
2012. Earlier application is encouraged. Accounting changes should be applied
retroactively by restating financial statements, if practical, for all periods
presented.
GASB Statement No. 65 establishes accounting and financial reporting standards that reclassify certain items that were previously reported as assets and
liabilities as deferred outflows of resources, deferred inflows of resources,
current period outflows of resources, or inflows of resources. This statement also
provides financial reporting guidance related to the impact of the financial
statement elements deferred outflows of resources and deferred inflows of
resources, such as changes in the determination of the major fund calculations
and limiting the use of the term “deferred” in financial statement presentations.
(Extant use of the term deferred in this guide will remain until implementation
of GASB Statement No. 65.)
When implemented, GASB Statement No. 65 will have pervasive effects on
chapter 2, “Financial Reporting,” chapter 6, “Revenues and Receivables,” and
chapter 8, “Expenses or Expenditures and Liabilities,” of this guide. For more
information about the effects of GASB Statement No. 65 upon its implementation, a summary of this statement is included in section A.02 in appendix A.
3.17 Chapter 12, “Special Purpose and State Governments,” in the section
on financing authorities, discusses the standards for reporting lease arrangements between a primary government and its component units. National
Council on Governmental Accounting (NCGA) Statement 5, Accounting and
Financial Reporting Principles for Lease Agreements of State and Local Governments, paragraphs 22–26, as amended, is the source of this guidance on
reporting such lease arrangements. That chapter, in the section on state
governments, also discusses the provisions of GASB Technical Bulletin No.
2004-1, Tobacco Settlement Recognition and Financial Reporting Entity Issues
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(as amended), which addresses accounting by governments in connection with
settlements made by U.S. tobacco companies, including whether a Tobacco
Settlement Authority that is created to obtain the rights to all or a portion of
future tobacco settlement resources is a component unit of the government that
created it and, if so, how to report it.
3.18 A primary government and its component units may have the same
or different fiscal year-ends. If there are different fiscal year-ends, the financial
reporting entity reports using the primary government’s fiscal year and incorporates financial statements for the component units’ fiscal years ending
during the reporting entity’s fiscal year. If a component unit’s fiscal year ends
within the first quarter of the reporting entity’s subsequent fiscal year, the
component unit’s financial statements for that subsequent year may be used if
doing so does not adversely affect the timely and accurate presentation of the
reporting entity’s financial statements. (Chapter 9, “Interfund, Internal, and
Intra-Entity Activity and Balances,” discusses the effect on interfund, internal,
and intra-entity activity and balances when a component unit’s fiscal year
differs from that of its primary government.)
3.19 GASB Statement No. 14, as amended, requires the financial reporting entity’s basic financial statements to include information about each major
discretely presented component unit. In determining which component units
are major, consideration should be given to each component unit’s significance
relative to the other component units and the nature and significance of its
relationship to the primary government. GASB Q&A item 4.28.17 states that
“no specific benchmarks for evaluating ‘significance’ are established in GASB
Statement No. 14 because they necessarily would be arbitrary.” However, the
item provides examples of both qualitative and quantitative characteristics to
consider. (Note that the definition of major for this purpose is not solely
quantitative, as it is for the definition of certain major governmental and
enterprise funds.) The alternatives for presenting the required information
about each major discretely presented component unit are as follows:

•

Presenting each major component unit in a separate column in the
government-wide statements. (Nonmajor component units would be
aggregated in a single column.)

•

Including combining statements of major component units, with
nonmajor units aggregated in a single column8 as a basic financial
statement after the fund financial statements.

•

Presenting condensed financial statements in the notes to the basic
financial statements. (Certain minimum requirements for this disclosure are provided.)

3.20 GASB Statement No. 14 paragraph 51, as amended, requires that the
data presented for each component unit in the combining statements generally
be its aggregated totals, derived from the component units’ statements of net
position and activities. Those aggregated totals should include amounts for the
component units’ own component units. (Because component units that are
engaged only in business-type activities and that do not have discretely

8
GASB Statement No. 34 footnote 50 does not require a combining statement for the
nonmajor component units as a basic financial statement. However, it states that such a
combining statement may be presented as “GASB defined” SI (See chapter 2 for more
information.)
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presented component units that are engaged in governmental activities9 are
not required to prepare a statement of activities, that disclosure should be
taken from the information provided in the component unit’s statement of
revenues, expenses, and changes in net position.) Presentation of the fund
financial statements of the individual component units is not required unless
such information is not available in separately issued financial reports of the
component unit. If separately issued financial information for a component unit
is not available, fund financial statements for that component unit should be
presented as “GASB defined” SI.10

Disclosures
3.21 GASB Statement No. 14 paragraphs 62–63, as amended, require the
notes to the financial statements to distinguish between information pertaining
to the primary government (including its blended component units) and that of
its discretely presented component units. Notes essential to fair presentation
in the financial reporting entity’s basic financial statements include those for
individual discretely presented component units considering both (a) the unit’s
significance relative to the total discretely presented component units and
(b) the nature and significance of the unit’s relationship to the primary
government. Determining which discretely presented component unit disclosures are essential to fair presentation is a matter of professional judgment and
should be done on a component unit-by-component unit basis.
3.22 The notes to the financial reporting entity’s financial statements also
should include the following disclosures concerning component units as required
by GASB Statement No. 14 (paragraphs 60–61) and No. 34 (paragraph 128):

•

A brief description of the component units of the financial reporting
entity and their relationships to the primary government, including
a discussion of the criteria for including the component units in the
financial reporting entity and how the component units are reported

•

Information about how the separate financial statements for the
individual component units may be obtained

•

If transactions between component units that have different fiscal
years result in inconsistencies in amounts reported between the
primary government and its component units, the nature and amount
of those transactions

•
•

Changes in fiscal years of component units
The nature and amount of significant transactions that each major
component unit has with the primary government and other component units

3.23 GASB Statement No. 14, paragraph 68, and GASB Statement No. 62,
Codification of Accounting and Financial Reporting Guidance Contained in
Pre-November 30, 1989 FASB and AICPA Pronouncements, as amended, paragraphs 55–56, require a primary government to disclose in the notes to the
financial statements the nature of its accountability for related organizations
9
Item 7.97.3 of GASB Q&A indicates that a special-purpose government engaged only in
business-type activities that has discretely presented component units that are engaged in
governmental activities should present government-wide statements.
10
GASB Q&A items 4.33.1–4.33.3 describe how a reporting entity would display the
financial statements of a component unit that uses a generally accepted accounting principles
(GAAP) reporting model other than the governmental model (such as the nongovernmental
not-for-profit model).
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and certain transactions with related parties, respectively. Related organizations include those for which the primary government is accountable because
it appoints a voting majority of the board, but for which that same primary
government is not financially accountable. Groups of related organizations with
similar relationships with the primary government may be summarized for
purposes of that disclosure. In addition, the primary government should disclose related-party transactions between the government and its (a) related
organizations; (b) joint ventures and jointly governed organizations; (c) elected
and appointed officials, management, or members of their immediate families;
and (d) trusts for the benefit of employees that are managed by, or under the
trusteeship of, the government’s management. GASB Statement No. 14 paragraph 68 further requires the financial statements of a related governmental
organization to disclose the primary government that is accountable for it and
describe its relationship with that primary government. (Chapter 4, “General
Auditing Considerations,” and chapter 13, “Concluding the Audit,” discuss the
reporting of and audit considerations for related-party transactions.)

Other Financial Reporting Requirements
3.24 GASB Statement No. 14 paragraph 62 states that required supplementary information (RSI) should distinguish between information pertaining
to the primary government (including its blended component units) and that of
its discretely presented component units. Further, GASB Statement No. 34
paragraph 10 provides that, although the management’s discussion and analysis (MD&A) should focus on the primary government, the MD&A should, when
appropriate, include information pertaining to component units. That paragraph states that
determining whether to discuss matters related to a component unit
is a matter of professional judgment and should be based on the
individual component unit’s significance to the total of all discretely
presented component units and that component unit’s relationship
with the primary government. When appropriate, the financial reporting entity’s MD&A should refer readers to the component unit’s
separately issued financial statements.
(Chapters 4 and 14, “Audit Reporting,” discuss the auditor’s responsibility for
and reporting on RSI.)
3.25 GASB Statement No. 14 paragraph 64 states that if financial statements are issued that present only the data of the primary government, they
should acknowledge that they do not include the data of the component units
necessary for reporting in conformity with generally accepted accounting
principles (GAAP). (Chapter 14 discusses the effect of that situation on the
auditor’s report.)
3.26 GASB Statement No. 14 paragraph 65 states that a component unit
may serve as a nucleus for a financial reporting entity when it issues separate
financial statements and should apply the provisions of GASB Statement No.
14, as amended. However, those separate financial statements should acknowledge that the government is a component unit of another government—for
example, “Sample County School District, a component unit of Sample County.”
In addition, the notes to the financial statements should identify the primary
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government in whose financial reporting entity the component unit is included
and describe its relationship with the primary government.11
3.27 GASB Statement No. 14, as amended, also discusses the financial
statement presentation and disclosure requirements pertaining to a financial
reporting entity’s relationships with the following types of organizations:

•
•
•
•
•
•
•

Joint ventures
Jointly governed organizations
Component units and related organizations with joint venture characteristics
Pools
Undivided interests
Cost-sharing arrangements
Investments in for-profit corporations (when purchased to directly
aid in the provision of governmental services)

Auditing Considerations
Reporting Entity
3.28 The audit objectives relating to the definition, financial statement
presentation, and disclosure of the financial reporting entity are as follows:12

•

Components of the financial reporting entity, as defined in AU-Csection 600, Special Considerations—Audits of Group Financial Statements (Including the Work of Component Auditors) (AICPA, Professional Standards), are properly identified and group audit requirements
fulfilled. The term component, for applying the provisions of AU-Csection 600 is different from the term component unit, as defined by
GASB. See chapter 4 for a discussion of group audit considerations
when performing audits of governmental entities.

•

The component units reported in the financial statements meet the
criteria for inclusion in the financial reporting entity.

•

All funds of the primary government and all component units are
included in the financial reporting entity.

•

If a component unit’s fiscal year differs from that of the primary
government, component unit information for the proper fiscal year is
included in the financial reporting entity’s financial statements.

•

The component units’ assets, deferred outflows of resources, liabilities, deferred inflows of resources, and net position presented in the
financial reporting entity financial statements are consistent in
amount and classification with their presentation in the separately

11
As discussed in chapter 14, the auditor’s report on the component unit’s separate financial
statements also should disclose information that the entity is a component unit of a financial
reporting entity.
12
Similar audit objectives also relate to audits of the separately issued financial statements
of governmental component units, joint ventures, jointly governed organizations, and other
stand-alone governments.
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issued component unit financial statements, if applicable, and consistent with the classification of similar items in the reporting
entity’s financial statements.13

•

Financial statement presentation and disclosures for component
units and related organizations are prepared under the same financial reporting framework.

Internal Controls Over Financial Reporting
3.29 The auditor should obtain an understanding of internal control relevant to the audit. Although most controls relevant to the audit likely relate to
financial reporting, not all controls that relate to financial reporting are relevant
to the audit. It is a matter of the auditor’s professional judgment whether a
control, individually or in combination with others, is relevant to the audit. When
obtaining an understanding of controls, the auditor should evaluate the design
of the controls and determine whether they have been implemented by performing procedures in addition to the inquiry of the government’s personnel. Obtaining this understanding includes a government’s internal control over financial
statement presentation and disclosures relating to the financial reporting entity.
Those internal control features may include the following:

•

Annual consideration and supervisory review that all of the primary
government’s funds are included in its financial statements.

•

Annual consideration and supervisory review of the potential component units and related organizations for reporting in the financial
reporting entity’s financial statements (including issues of inclusion,
identification of major component units, method of presentation, and
disclosure), including the need for changes in the presentation of
component units since the prior-year financial statements because of
changes in legal and contractual provisions that affect the operation
of potential component units.

•

Procedures to communicate financial reporting requirements and
results between the primary government and each of its component
units and their separate auditors, if applicable. (See chapter 4 for
discussion of group audit requirements.) Primary governments sometimes obtain the information they need for financial reporting from
their component units by having the component units complete a
“reporting package” that provides the required information.

•

Procedures to appropriately incorporate component unit financial
data into the financial reporting entity financial statements, including the notes thereto, and to appropriately disclose related entities.

Audit Procedures
3.30 Audit procedures relating to the financial reporting entity may
include the following:

•

Asking management about the existence of potential component
units, including whether the entity might have component units like
those reported by similar governments

13
The presentation of component unit financial information in the reporting entity’s
financial statements need not be identical to its presentation in the component unit’s financial
statements, but any reclassification of component unit financial information should not distort
the presentation of the component unit’s financial information.
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•

Reviewing and evaluating that all of the government’s funds are
included in the primary government’s financial statements

•

Reviewing and evaluating the government’s analysis of potential
component units and related organizations for reporting in the
financial reporting entity financial statements (including issues of
inclusion, identification of major component units, method of presentation, and disclosure)

•

Examining governing board minutes, amounts paid to other entities,
local newspaper articles, the entity’s website, the blue pages of
telephone directories, statutes and ordinances, and other similar
documents for evidence of funds, potential component units, and
other related organizations that have not been reported in the
financial reporting entity’s financial statements as required by GAAP

•

Consulting with legal counsel, officials with oversight of local government audits, and other appropriate monitoring or oversight officials (such as the state attorney general, state auditor, or auditor
general), as needed, to determine whether potential component units
are legally separate entities

•

Examining the entity’s incorporation of component unit financial
data into the financial reporting entity financial statements, including the notes thereto, as well as its inclusion of primary government
funds and its disclosure of related entities

3.31 During the planning stages of an audit, the auditor should assess
whether the entity has properly identified its component units. This is important to ensure, for example, that

•

major funds (the calculation of which is affected by blended component units) and opinion units are appropriately identified. (See the
discussion of opinion units in chapter 4.)

•

the audit is properly coordinated. Delivery deadlines need to be
established so that component unit audits are completed in time for
those financial statements to be included in the financial reporting
entity’s financial statements. Some component units may not be
audited. If that is the case, the component unit or primary government could arrange for a timely audit, or the group auditor, as defined
by AU-C section 600, should consider having a discussion with the
primary government about the potential effect on the auditor’s report
on the reporting entity’s basic financial statements of having an
unaudited component unit. (See chapter 4 for discussion of group
audit requirements.)

•

appropriate audit personnel or consultants are available for those
component units that require expertise on issues such as health care,
insurance, and actuarial matters.

•

the component unit has adopted, or plans to adopt, any GASB
statements that are directly required by the provisions of those
statements. For example, certain GASB pronouncements provide for
a staggered effective date based on entity size. Such standards
generally require component units, regardless of their size, to adopt
the standard in the same year as the primary government for
inclusion in the financial statements of the primary government’s
financial reporting entity.
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Separate Component Unit Auditor
3.32 A component unit’s auditor may not be the same as the primary
government’s auditor (that is, the auditor of the group financial statements).
Because a component unit is likely to meet the definition of a component, as
defined by AU-C section 600, auditors of financial statements that include
component units should consider the guidance in AU-C section 600. Chapter 4
provides a discussion of group audit requirements, and chapter 14 provides a
discussion of group audit reporting considerations.

Presentation of Less Than a Complete Financial Reporting Entity
3.33 Some governments issue financial statements that present less than
a complete financial reporting entity. For example, they issue financial statements for the primary government only, one or more individual funds, departments, agencies, or programs. Further, some governments issue financial statements that omit one or more funds. Chapter 14 discusses the effects of those
situations on the auditor’s report.

Departures of Component Unit Information From GAAP
3.34 In some situations, component unit information in a financial reporting entity’s financial statements might not be in conformity with GAAP.
Consider these examples:

•

A component unit is omitted or an included organization does not
meet the provisions of GASB Statement No. 14, as amended, for
inclusion as a component unit.

•

The component unit’s auditor has modified his or her opinion on the
unit’s separately issued financial statements because of a departure
from GAAP or reported that the component unit’s financial statements are presented on a comprehensive basis of accounting other
than GAAP.

•

Information about a major component unit as required by GASB
Statement No. 14 paragraph 51, as amended, is not included.

•

The component unit is presented using the wrong inclusion method
(that is, using discrete presentation instead of blending or vice versa).

•

Note disclosures for a discretely presented component unit as required by GASB Statement No. 14 paragraphs 62–63, as amended,
are omitted or incomplete.

When such a GAAP departure exists, the auditor should exercise professional
judgment to determine whether the effect of that departure is material to the
financial statements of the opinion unit in which the component unit is
reported. If the GAAP departure is considered material, the auditor should
appropriately modify the opinion. See the discussion in chapter 14 about the
effect of GAAP departures in a component unit’s financial information on the
auditor’s report.

Nongovernmental Component Unit Use of Private-Sector Standards
3.35 It is possible that the financial information of a discretely presented
component unit will be presented in the reporting entity financial statements
using private-sector accounting and financial reporting standards because the
component unit is not a governmental entity. (Several items in the GASB Q&A,
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such as items 4.33.1–4.33.4, discuss the display of nongovernmental component
units in the governmental financial reporting entity financial statements.)
Although there is no specific GASB requirement to do so, the reporting entity
could disclose the component unit’s use of nongovernmental standards following the note disclosure requirements of NCGA Statement 1, Governmental
Accounting and Financial Reporting Principles, and GASB Statement No. 62 as
well as GASB Statement No. 14, as amended. (An appendix to chapter 4 of the
GASB Q&A provides a nonauthoritative example of such a disclosure.)14

Changes in the Financial Reporting Entity
3.36 As discussed in chapter 2, GASB Statement No. 62 provides financial
reporting requirements, including disclosure requirements, when there is a
change in the financial reporting entity, such as one resulting from a change in
the component units included in the financial reporting entity. According to
paragraph .11 of AU-C section 708, Consistency of Financial Statements (AICPA,
Professional Standards), when a change results in financial statements that, in
effect, are those of a different reporting entity, the auditor should include an
emphasis-of-matter paragraph that describes the changes and references the
disclosures, unless the change results from a transaction or event (for example,
the creation, cessation, or complete or partial disposition of a subsidiary or
other business unit).

Other Component Unit Auditing Considerations
3.37 Chapter 14 discusses the following additional considerations (a) a
component unit’s adoption of an accounting principle earlier than its adoption
by the primary government, (b) the inclusion of an unaudited component unit
in the financial reporting entity’s financial statements, and (c) the effect of
another auditor’s work on RSI and SI under AU-C section 730, Required
Supplementary Information, and AU-C section 725, Supplementary Information
in Relation to the Financial Statements as a Whole (AICPA, Professional
Standards), respectively.

14
Sometimes a primary government has financial accountability for a nongovernmental
component unit that reports under a different financial reporting framework than GAAP for
state and local governments. AU-C section 600, Special Considerations—Audits of Group
Financial Statements (Including the Work of Component Auditors) (AICPA, Professional Standards), permits reference to the audit of a component auditor in the auditor’s report on the
group financial statements when the component’s financial statements are prepared using a
different financial reporting framework than that used for the group financial statements, if
certain conditions are met.
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Chapter 4

General Auditing Considerations
There are similarities, but important differences, between how the Governmental Accounting Standards Board (GASB) defines supporting information
and how the AICPA auditing standards refer to that same information. The
following is intended to clarify the two standard-setters’ descriptions of the
information and how the information will be referred to in this guide.
According to GASB Concepts Statement No. 3, Communication Methods in
General Purpose External Reports That Contain Basic Financial Statements,
supporting information places basic financial statements and notes to basic
financial statements in an appropriate operational, economic, or historical
context. The information is either (1) required by GASB as required supplementary information (RSI) to be presented with the basic financial statements
and the notes thereto; (2) supplementary information which is required by law
or regulation to be presented; or (3) supplementary information presented at
the election of the preparer. Supplementary information (SI) as contemplated
in GASB Concepts Statement No. 3 (that is, [2] and [3]) is referred to in this
guide when describing GASB requirements as “GASB defined” SI. GASB
Concepts Statement No. 3 limits its discussion of supporting information to
“GASB defined” SI and RSI.
In contrast, the AICPA auditing standards refer to such supporting information as
either RSI, other information (OI), or SI. AU-C section 730, Required Supplementary Information (AICPA, Professional Standards), defines RSI consistently with
GASB literature. Therefore, references to such information in this guide are to RSI.
AU-C section 720, Other Information in Documents Containing Audited Financial
Statements (AICPA, Professional Standards), defines OI as financial and nonfinancial information (other than the financial statements and the auditor’s report
thereon) that is included in a document containing audited financial statements
and the auditor’s report thereon, excluding RSI. AU-C section 725, Supplementary
Information in Relation to the Financial Statements as a Whole (AICPA, Professional Standards), defines SI as information presented outside the basic financial
statements, excluding RSI that is not considered necessary for the financial
statements to be fairly presented in accordance with the applicable financial
reporting framework. This guide uses SI to describe information for which (1) the
required conditions in AU-C section 725 have been met and (2) the auditor has been
engaged to provide an “in relation to” opinion and OI for situations when the
limited procedures in AU-C section 720 are required.
The U.S. Government Accountability Office issued Government Auditing Standards, 2011 Revision (2011 revision) in December 2011. The most significant
change in the 2011 revision relates to auditor independence. The 2011 revision
supersedes the 2011 Internet Version of Government Auditing Standards that
was issued in August 2011 and also replaces Government Auditing Standards,
July 2007 Revision. The effective date of the 2011 revision for financial audits
and attestation engagements is for periods ending on or after December 15,
2012. Early implementation is not permitted.
The AICPA Audit Guide Government Auditing Standards and Circular A-133
Audits further discusses Government Auditing Standards requirements and
guidance relating to financial audits. The 2013 edition of that guide has been
conformed to reflect the requirements and guidance in the 2011 revision.
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Introduction
4.01 AU-C section 200, Overall Objectives of the Independent Auditor and
the Conduct of an Audit in Accordance With Generally Accepted Auditing
Standards (AICPA, Professional Standards), addresses the independent auditor’s overall responsibilities when conducting an audit of financial statements
in accordance with generally accepted auditing standards (GAAS). Specifically,
it sets out the overall objectives of the independent auditor (the auditor) and
explains the nature and scope of an audit designed to enable the auditor to meet
those objectives. It also explains the scope, authority, and structure of GAAS
and includes requirements establishing the general responsibilities of the
auditor applicable in all audits, including the obligation to comply with GAAS.
4.02 Paragraph .12 of AU-C section 200 states that the overall objectives
of the auditor, in conducting an audit of financial statements, are to
a. obtain reasonable assurance about whether the financial statements as
a whole are free from material misstatement, whether due to fraud or
error, thereby enabling the auditor to express an opinion on whether the
financial statements are presented fairly, in all material respects, in
accordance with an applicable financial reporting framework; and
b. report on the financial statements, and communicate as required by
GAAS, in accordance with the auditor’s findings.
To obtain reasonable assurance, the auditor should obtain sufficient appropriate
audit evidence to reduce audit risk to an acceptably low level and thereby enable
the auditor to draw reasonable conclusions on which to base the auditor’s opinion.
The presentation of topics in this chapter aligns with the order of the applicable
AU-C sections. The primary focus of the chapter is the auditor’s assessment of risk
and the response to that risk in audits of governmental entities.

General Principles and Responsibilities
Overall Objectives
4.03 AU-C section 200 defines audit risk as the risk that the auditor
expresses an inappropriate audit opinion when the financial statements are
materially misstated. Audit risk is a function of the risk of material misstatement and detection risk. The auditor should design and implement overall
responses to address the assessed risks of material misstatement at the
financial statement level and should design and perform further audit procedures whose nature, timing, and extent are based on, and are responsive to, the
assessed risks of material misstatement at the relevant assertion level. In the
context of a governmental audit, the overall financial statement level would be
at the level of the opinion units as discussed in paragraphs 4.67–.87. As
explained in paragraph .A44 of AU-C section 200, the risks of material misstatement may be expressed in quantitative terms, such as percentages, or in
nonquantitative terms (for example, high, medium, or low). In the context of a
governmental audit, the overall financial statement level is at the level of the
opinion units, as discussed in paragraph 4.73.

Terms of Engagement
4.04 AU-C section 210, Terms of Engagement (AICPA, Professional Standards), requires the auditor to determine if preconditions for an audit are
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present. Preconditions for an audit include, among other things, the use by
management of an acceptable financial reporting framework in the preparation
and presentation of the financial statements. The acceptable reporting framework for state and local governments is either generally accepted accounting
principles (GAAP) or a special purpose framework as discussed in chapter 15,
“Financial Statements Prepared in Accordance With a Special Purpose Framework.” The determination of whether an entity is governmental, and therefore
subject to GAAP for state and local governments, is fundamental to the
precondition of determining whether the financial reporting framework to be
applied in the preparation of the financial statements is acceptable. Governmental entities are subject to GAAP for state and local governments if they
meet the definition of a government according to paragraph 1.01.
4.05 AU-C section 210 also requires the auditor to agree upon the terms of
the audit engagement with management or those charged with governance, as
appropriate, of the governmental entity regarding the services to be performed for
each engagement. The agreed-upon terms of the audit engagement should be
documented in a written engagement letter or other suitable form of written
agreement. The specific elements the auditor should include in the engagement
letter are discussed in paragraph .10 of AU-C section 210. In addition to the
required elements, the auditor also may want to include in the engagement letter
or contract, requirements for access to audit documentation and for communicating internal control related matters. Ethics Ruling No. 102, “Indemnification of a
Client,” of ET section 191, Ethics Rulings on Independence, Integrity, and Objectivity (AICPA, Professional Standards, ET sec. 191 par. .204–.205), indicates that
a member’s independence would be impaired in an attestation engagement (under
Interpretation No. 101-1, “Interpretation of Rule 101,” under Rule 101, Independence [AICPA, Professional Standards, ET sec. 101 par. .02]), if, as a condition to
being retained, the member (or the auditor’s firm) was requested by the client or
potential client to indemnify the client or potential client for damages, losses, or
costs arising from lawsuits, claims, or settlements that relate, directly or indirectly,
to client acts. Governments often include such clauses in RFPs for audit services
and proposed audit contracts. Therefore, auditors should carefully review RFPs
and proposed audit contracts for such clauses to ensure that they are not agreeing
to such provisions.
4.06 When the auditor of the primary government is also the auditor of a
component unit, the factors that may influence the decision whether to obtain
a separate audit engagement letter from the component unit include the
following:

•
•
•
•

Who engages the component unit auditor
Whether a separate auditor’s report is to be issued on the component
unit
Legal requirements regarding the appointment of the auditor
Degree of independence of the component management from the
primary government

4.07 For effective audits, communicating with the auditee is an ongoing
process, beginning during audit planning and continuing through the delivery
of the reports and, possibly, even after report delivery.

Audit Documentation
4.08 AU-C section 230, Audit Documentation (AICPA, Professional Standards), describes the auditor’s responsibility to prepare audit documentation
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for an audit of financial statements. Interpretation No. 1, “Providing Access to
or Copies of Audit Documentation to a Regulator,” of AU-C section 230 (AICPA,
Professional Standards, AU-C sec. 9230 par. .01–.15), provides guidance on
responding to requests by governmental agencies (regulators) that auditors
provide them with access to audit documentation. Auditors might consider
discussing this requirement with the auditee or including it in the engagement
letter. See chapter 13, “Concluding the Audit,” for further discussion of audit
documentation requirements.
4.09 Paragraph .10 of AU-C section 230 requires the auditor to include
abstracts or copies of those contract or other agreements in the audit documentation for audit procedures related to the inspection of significant contracts
or agreements. Governmental entities may have a number of large and complex
contracts and agreements related to bonds issued, interjurisdictional agreements, and other operating and financing agreements. Key provisions of these
agreements, such as debt covenants for a revenue bond issue, are often relevant
to the audit and may be subject to the documentation requirements of AU-C
section 230.

Laws and Regulations
4.10 AU-C section 250, Consideration of Laws and Regulations in an Audit
of Financial Statements (AICPA, Professional Standards), describes the auditor’s responsibility to plan and perform the audit to obtain reasonable assurance about whether the financial statements are free from material misstatements arising from noncompliance with provisions of laws and regulations
generally recognized to have a direct effect on the determination of material
amounts and disclosures in the financial statements. It also describes the
auditor’s responsibility regarding the provisions of laws and regulations that do
not have a direct effect on the determination of material amounts and disclosures in the financial statements but compliance with which may be fundamental to the operating aspects of the business, fundamental to an entity’s
ability to continue its business, or necessary for the entity to avoid material
penalties.
4.11 Paragraph .11 of AU-C section 250 defines noncompliance as acts of
omission or commission by the entity, either intentional or unintentional, which
are contrary to the prevailing laws or regulations. Such acts include transactions entered into by, or in the name of, the entity or on its behalf by those
charged with governance, management or employees. Noncompliance does not
include personal misconduct (unrelated to the business activities of the entity)
by those charged with governance, management, or employees of the entity.1, 2

1
Government Auditing Standards states that, when performing an audit in accordance
with Government Auditing Standards, auditors should extend the AICPA requirements pertaining to the auditor’s responsibilities for laws and regulations to also apply to consideration
of compliance with provisions of contracts and grant agreements. Further, Government Auditing Standards include additional guidance related to abuse, a concept that is not addressed in
generally accepted auditing standards (GAAS). Abuse is defined as behavior that is deficient
or improper when compared with behavior that a prudent person would consider reasonable
and necessary business practice given the facts and circumstances. Abuse also includes misuse
of authority or position for personal financial interests or those of an immediate or close family
member or business associate. See the AICPA Audit Guide Government Auditing Standards
and Circular A-133 Audits.
2
AU-C section 935, Compliance Audits (AICPA, Professional Standards), provides requirements and guidance when the auditor is engaged to perform a compliance audit on compliance
with certain laws certain and regulations.
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Responsibility of Management
4.12 In accordance with paragraph .03 of AU-C section 250, it is the
responsibility of management, with the oversight of those charged with governance, to ensure that the entity’s operations are conducted in accordance with
the provisions of laws and regulations, including compliance with the provisions
of laws and regulations that determine the reported amounts and disclosures
in an entity’s financial statements. That responsibility encompasses identifying
applicable compliance requirements and establishing internal controls designed to provide reasonable assurance that the entity complies with them.
Governments are established by and operate under numerous laws and regulations, and they generally are subject to many more legal constraints than are
nongovernmental entities. National Council on Governmental Accounting (NCGA)
Statement No. 1, Governmental Accounting and Financial Reporting Principles,
paragraph 5, recognizes that compliance requirements may affect governmental financial statements:
An important aspect of GAAP as applied to governments is the
recognition of the variety of legal and contractual considerations
typical of the government environment. These considerations underlie and are reflected in the fund structure, bases of accounting, and
other principles and methods set forth here, and are a major factor
distinguishing governmental accounting from commercial accounting.
4.13 The following categories of compliance requirements may have a
direct effect on the determination of material financial statement amounts and
disclosures (as described in paragraph .06a of AU-C section 250) or noncompliance with the requirements that may materially affect the financial statements (as described in paragraph .06b of AU-C section 250). To understand
these and other compliance matters within the scope of the audit, the auditor
may consider seeking guidance from auditee officials, officials of other levels of
government with oversight responsibility, and legal counsel:

•

GAAP requirements. Governments often are subject to legal or contractual provisions that require them to prepare their financial
statements in conformity with GAAP.

•

Federal and state taxes. Governments are subject to various federal
tax requirements, including those relating to employment taxes,
employee benefits, and tax-exempt debt (such as arbitrage rebate
requirements). State-level tax requirements also may apply.

•

Legal authority for transactions. Governments often have legal authority to execute transactions. That is, governments, especially local
governments, often cannot exercise powers or conduct activities
unless authorized by law. For example, a local government may not
be able to levy property taxes unless specifically authorized to do so
under state law and taxes levied without proper authority may be
subject to refund.

•

Establishment of funds. As discussed in chapter 2, “Financial Reporting,” legal and contractual provisions may require governments
to establish individual funds to account for and report on particular
activities.

•

Time and other eligibility requirements and purpose restrictions on
nonexchange transactions. Time and other eligibility requirements
and purpose restrictions affect the recognition and reporting of
nonexchange transactions. A government’s failure to comply with a
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provider’s eligibility requirements and purpose restrictions may cause
the provider to withdraw the intended support or request a refund of
amounts previously paid. For example, certain costs are not allowable
costs for federal programs under OMB Circular No. A-87, Cost
Principles for State and Local Governments, but they may have been
inappropriately charged to those programs. Similarly, legal provisions may restrict a government’s use of its tax revenues (such as a
constitutional requirement that the proceeds of a state gasoline tax
be expended only for the maintenance of highways).

•

Other legal- and contract-based compliance requirements. Besides the
eligibility requirements and purpose restrictions that affect the
recognition and reporting of nonexchange transactions, providers of
such resources may impose other compliance requirements on recipients. For example, federal financial assistance programs often
require recipients to adhere to specific procurement and cash management policies. There also may be contractual compliance requirements relating to exchange transactions, such as those discussed
subsequently for debt issuances.3

•

Budgets. Budgets often establish the particular funds that can finance particular costs and the nature and amount of interfund
activity.

•

Tax and debt limitations. Governments often are subject to legal
provisions that limit taxing authority, impose ceilings and other
issuance requirements on debt, or limit the use of debt proceeds to
particular purposes. For example, state law may impose a millage cap
on property taxes or require tax refunds if an entity’s annual revenue
growth exceeds a set percentage or amount. Also, debt often is issued
subject to contractual provisions that require certain reserve fund
and revenue coverage amounts.

•

Cash and investments. Governments often have legally limited choices
for depositing and investing available cash resources. For example,
investments in derivative instruments, hedge funds, and debt instruments with long maturities might be prohibited.

•

Expenditure and contracting limitations. Governments might be
prohibited from purchasing certain products or services without open
competitive bidding or following other purchasing procedures established by laws and regulations.

The compliance requirements listed previously may not materially affect
financial statement amounts and disclosures of all governmental entities.
Further, there may be categories of compliance requirements other than those
included here for which noncompliance could materially affect financial statement amounts and disclosures as discussed in paragraphs 4.16–.19.
4.14 In addition, GASB standards require governments to disclose certain
violations of compliance requirements. NCGA Interpretation No. 6, Notes to the
Financial Statements Disclosure, paragraph 4, states that the notes to the
financial statements should disclose material violations of finance-related legal

3
One area in which noncompliance could materially affect the financial statements involves
contractual requirements for certain municipal securities issuers to file continuing disclosure
documents with certain distributing organizations as discussed in chapter 16, “Auditor Involvement With Municipal Securities Filings.”
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and contractual provisions. GASB standards expand on that requirement by
requiring disclosure concerning noncompliance with specific finance-related
legal and contractual provisions. For example, GASB Statement No. 3, Deposits
with Financial Institutions, Investments (including Repurchase Agreements),
and Reverse Repurchase Agreements, paragraph 66, requires governments to
disclose significant violations during the reporting period of legal or contractual
provisions for deposits and investments. In addition, GASB Statement No. 38,
Certain Financial Statement Note Disclosures, requires disclosure of actions
taken to address significant violations of finance-related legal or contractual
provisions. The auditor should also evaluate the adequacy of the government’s
disclosures about noncompliance with laws and regulations within the context
of the auditor’s responsibilities established in AU-C section 250.

Responsibility of the Auditor
4.15 Because GAAP require governments to disclose material violations of
finance-related legal and contractual provisions (see paragraph 4.14), the
auditor of a governmental entity should be alert to the possible financial
reporting effect of noncompliance that materially affects the financial statements and disclosures. However, even though a violation of such a compliance
requirement can have consequences that are material to the financial statements, the auditor may not become aware of the violation unless informed of
it by the entity or there is evidence of the violation in the documents the auditor
normally inspects during the audit.
4.16 According to AU-C section 250, the auditor is responsible for obtaining reasonable assurance that the financial statements as a whole are free from
material misstatement, whether caused by fraud or error. In the context of a
governmental audit, the overall financial statement level would be at the level
of the opinion units as discussed in paragraphs 4.67–.87. In conducting an audit
of financial statements, the auditor takes into account the applicable legal and
regulatory framework. Because of the inherent limitations of an audit, an
unavoidable risk exists that some material misstatements in the financial
statements may not be detected, even though the audit is properly planned and
performed in accordance with GAAS. In the context of laws and regulations, the
potential effects of inherent limitations on the auditor’s ability to detect
material misstatements are greater for the following reasons:

•

Many laws and regulations relating principally to the operating
aspects of an entity typically do not affect the financial statements
and are not captured by the entity’s information systems relevant to
financial reporting.

•

Noncompliance may involve conduct designed to conceal it, such as
collusion, forgery, deliberate failure to record transactions, management override of controls, or intentional misrepresentations made to
the auditor.

•

Whether an act constitutes noncompliance is ultimately a matter for
legal determination, such as by a court of law.

Ordinarily, the further removed noncompliance is from the events and transactions reflected in the financial statements, the less likely the auditor is to
become aware of, or recognize, the noncompliance.
4
In addition, material violation, or potential violations of finance-related legal and contractual provisions should be considered for recording a loss contingency. Chapter 8, “Expenses
or Expenditures and Liabilities,” discusses loss contingencies.
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4.17 Paragraph .06 of AU-C section 250 distinguishes the auditor’s responsibilities regarding compliance with the following two categories of laws
and regulations:
a. The provisions of those laws and regulations generally recognized to
have a direct effect on the determination of material amounts and
disclosures in the financial statements, such as tax and pension laws
and regulations
b. The provisions of other laws and regulations that do not have a direct
effect on the determination of the amounts and disclosures in the
financial statements but compliance with which may be
i. fundamental to the operating aspects of the business,
ii. fundamental to an entity’s ability to continue its business, or
iii. necessary for the entity to avoid material penalties
(for example, the types of matters discussed at paragraph 4.12); therefore,
noncompliance with such laws and regulations may have a material effect on
the financial statements.
4.18 Differing requirements are specified for each of the previously mentioned categories of laws and regulations are set forth in paragraph .07 of AU-C
section 250. For the category referred to in paragraph 4.17a, the auditor’s
responsibility is to obtain sufficient appropriate audit evidence regarding
material amounts and disclosures in the financial statements that are determined by the provisions of those laws and regulations. For the category referred
to in paragraph 4.17b, the auditor’s responsibility is limited to performing
specified audit procedures that may identify noncompliance with those laws
and regulations that may have a material effect on the financial statements.
4.19 As required in paragraph .14 of AU-C section 250, the auditor should
perform the following audit procedures that may identify instances of noncompliance with other laws and regulations described in paragraph 4.17b that may
have a material effect on the financial statements:
a. Inquiring of management and, when appropriate, those charged with
governance about whether the entity is in compliance with such laws
and regulations
b. Inspecting correspondence, if any, with the relevant licensing or
regulatory authorities
4.20 The auditor is required by paragraph .08 of AU-C section 250 to
remain alert to the possibility that other audit procedures applied for the
purpose of forming an opinion on financial statements may bring instances of
identified or suspected noncompliance with laws and regulations to the auditor’s attention. Maintaining professional skepticism throughout the audit, as
required by AU-C section 200, is important in this context, given the extent of
laws and regulations that affect the entity.
4.21 In considering whether the financial statements are free from material misstatements arising from violations of compliance requirements that
materially affect the financial statement amounts and disclosures, the auditor
should consider both quantitative and qualitative factors. Qualitative factors
that the auditor may consider relevant to that evaluation include the following:

AAG-SLV 4.17

67

General Auditing Considerations

•

The potential effect of the noncompliance on the government’s ability
to raise resources (for example, through taxes, grants, contributions,
or debt or loan financings) in the future

•

The potential effect of the noncompliance on the continuation of
existing relationships with vendors, employees, and elected and
appointed officials

•
•

Whether the noncompliance involves collusion or concealment
Whether the noncompliance involves an activity that often is scrutinized by elected or appointed officials, citizens, the press, creditors,
or rating agencies

•

Whether the fact of the noncompliance is unambiguous rather than
a matter of judgment

•

Whether the noncompliance is an isolated event or instead has
occurred with some frequency

•

Whether the noncompliance results from management’s continued
unwillingness to correct internal control weaknesses

•
•

The likelihood that similar noncompliance will continue in the future

•

The cost-benefit of establishing internal control to prevent similar
noncompliance in the future
The risk that possible undetected noncompliance would affect the
auditor’s evaluation

4.22 The auditor may consider performing the following procedures to
assess management’s identification of compliance requirements that could
materially affect financial statement amounts and disclosures:

•

Consider knowledge about compliance requirements obtained during
prior-period audits.

•

Interview the entity’s chief financial officer, legal counsel, or grant
administrators about compliance requirements.

•

Identify sources of revenue, review any related agreements (for
example, loan, grant, and contribution agreements), and ask about
legal provisions that relate to using and accounting for the revenue.

•

Obtain and review federal and state publications pertaining to compliance requirements, such as Department of the Treasury and
Internal Revenue Service regulations (concerning the calculation and
reporting of arbitrage rebates and refunds and employment taxes)
and OMB’s cost principles and administrative requirements circulars
and OMB Circular A-133 Compliance Supplement, the Catalog of
Federal Domestic Assistance, and similar state program publications
(concerning grants and appropriations).

•

Obtain and review sections of the state constitution, statutes, and
regulations that pertain to the entity, in particular the sections that
concern financial reporting, investment, debt, taxation, budget, appropriation, and procurement matters.

•

Review the minutes of meetings of the entity’s governing board for
the enactment of relevant laws and regulations and information
about relevant contracts and grant agreements.
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•

Ask federal, state, or local auditors or other appropriate audit oversight organizations about applicable compliance requirements, including statutes and uniform reporting requirements.

•

Ask the audit, finance, or program administrators of other entities
from which the entity receives grants, contributions, and appropriations about the restrictions, limitations, terms, and conditions under
which the amounts were provided.

•

Review the discussions of compliance requirements applicable to
specific industries, as found in this guide and other relevant AICPA
Audit and Accounting Guides (see chapter 1, “Overview and Introduction”).

•

Review accounting and auditing materials available from other professional organizations, such as state societies of certified public
accountants and governmental associations.

To obtain information about possible violations of compliance requirements, the
auditor should consider making inquiries of management, legal counsel, grant
administrators, and other appropriate sources; and testing transactions for
adherence with compliance requirements.
4.23 Paragraphs .A44–.A46 of AU-C section 240, Consideration of Fraud
in a Financial Statement Audit (AICPA, Professional Standards), and paragraphs .17–.20 of AU-C section 250 describe the situations in which an auditor
should extend procedures when the auditor has determined that a misstatement is, or may be, the result of fraud or when noncompliance is identified or
suspected, respectively. (Appendix A to this chapter discusses the provisions of
AU-C section 240.)

Auditor’s Communication With Those Charged With Governance5
4.24 AU-C section 260, The Auditor’s Communication With Those Charged
With Governance (AICPA, Professional Standards), addresses responsibilities
of the auditor to communicate with those charged with governance in an audit
of financial statements. The requirements apply regardless of a governmental
entity’s governance structure or size. Matters to be communicated include

•

The auditor’s responsibilities with regard to the financial statement
audit

•
•

The planned scope and timing of the audit
Significant findings or issues from the audit

4.25 The communication of the planned scope and timing of the audit
includes the specific auditor’s reports to be issued. For example, in an audit
conducted in accordance with GAAS, the auditor may be required to report on
any or all of the following:

•

The basic financial statements with accompanying RSI, as discussed
in chapter 2. The basic financial statements are the minimum financial statements that should be prepared under GAAP and, generally

5
In addition to the requirements of GAAS, Government Auditing Standards includes an
additional requirement related to auditor communication. See the AICPA Audit Guide Government Auditing Standards and Circular A-133 Audits.
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contain government-wide financial statements, fund financial statements, and notes to the financial statements. RSI consists of management’s discussion and analysis (MD&A) and, when applicable,
other RSI.6

•

•

The comprehensive annual financial report (CAFR), which, in addition to the basic financial statements with accompanying RSI, contains the following:7

—
—

An introductory section

—

A statistical section

Appropriate combining and individual fund financial statements and schedules

The financial statements of the primary government or of a component unit, department, agency, program, or individual fund.

4.26 See chapter 13 for further discussion of AU-C section 260. Additionally, paragraphs 4.126–.135 discuss the auditor’s responsibility for performing
procedures on RSI, OI, and SI. Chapter 14, “Audit Reporting,” discusses and
illustrates the auditor’s reporting on governmental financial statements.
4.27 A communication with those charged with governance may be necessary when the auditor becomes aware that the entity is subject to an audit
requirement that is not encompassed in the terms of the engagement. The
communication would be appropriate when the auditor determines that an
audit conducted in accordance with GAAS may not satisfy the relevant legal,
regulatory, or contractual requirements, for example, when an entity engages
an auditor to perform an audit of its financial statements in accordance with
GAAS and the auditor becomes aware the entity also is required to have an
audit performed in accordance with one or more of the following:
a. Government Auditing Standards
b. OMB Circular A-133
c. Other compliance audit requirements, such as state or local laws or
program-specific audits under federal audit guides.

Communicating Internal Control Related Matters
4.28 AU-C section 265, Communicating Internal Control Related Matters
Identified in an Audit (AICPA, Professional Standards), addresses the auditor’s
responsibility to appropriately communicate to those charged with governance
and management deficiencies in internal control that the auditor has identified
in an audit of the financial statements. The term those charged with governance
is defined in paragraph .14 of AU-C section 200, as “the person(s) with
responsibility for overseeing the strategic direction of the entity and obligations
6
As discussed in chapter 2, “Financial Reporting,” and chapter 11, “The Budget,” Governmental Accounting Standards Board (GASB) Statement No. 34, Basic Financial Statements—
and Management’s Discussion and Analysis—for State and Local Governments, as amended,
permits governments to elect to report certain required budgetary comparison information in
a budgetary comparison statement as part of the basic financial statements, rather than as
required supplementary information (RSI).
7
This accompanying material is “GASB defined” supplementary information. This chapter
and chapter 14, “Audit Reporting,” discuss the auditor’s responsibility for and reporting on other
information (OI) as well as situations when the auditor is engaged to issue an “in relation to”
opinion on supplementary information (SI), such as the combining and individual fund financial
statements.
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related to the accountability of the entity. This includes overseeing the financial
reporting process.” In most governmental entities, governance is a collective
responsibility that may be carried out by a legislative body, such as a city
council or a school district board of education, a committee of the legislative
body (for example, an audit or legislative oversight committee), elected and
appointed officials, such as a mayor or school superintendent, a committee of
management (for example, a finance, budget, or governmental agency executive
committee), equivalent persons, or some combination of these parties.
4.29 In addition to requiring written communication of a description of
significant deficiencies and material weaknesses and an explanation of their
potential effects in the internal control over financial reporting, AU-C section
265 states that for some matters early communication to management or those
charged with governance may be important because of the relative significance
of the deficiency and the urgency for corrective follow-up action. Therefore, the
auditor may choose to communicate significant matters related to internal
control over financial reporting during the course of the audit rather than after
the audit is concluded. The auditor is also required to communicate to management, in writing or orally, other deficiencies in internal control identified
during the audit that have not been communicated to management by other
parties and that, in the auditor’s professional judgment, are of sufficient
importance to merit management’s attention. See the AICPA Audit Guide
Government Auditing Standards and Circular A-133 Audits for additional
discussion of internal control reporting requirements in an audit performed
under Government Auditing Standards or OMB Circular A-133.

Auditor’s Risk Assessment and Response to Assessed
Audit Risk
Planning an Audit
4.30 This section addresses procedures for planning the audit of the
financial statements of a governmental entity under GAAS. The AICPA Audit
Guide Government Auditing Standards and Circular A-133 Audits discusses
planning procedures for audits that also are conducted in accordance with the
provisions of (a) Government Auditing Standards (also referred to as the Yellow
Book), issued by the Comptroller General of the United States and (b) the
Single Audit Act Amendments of 1996 and Office of Management and Budget
(OMB) Circular A-133, Audits of States, Local Governments, and Non-Profit
Organizations.8
4.31 GASB establishes accounting and financial reporting standards for
state and local governments. Chapter 2 discusses governmental financial
statements and certain auditing considerations relating to them. Chapter 3,
“The Financial Reporting Entity,” and chapters 5–10 discuss the audit objectives, internal control features, and audit procedures that may be considered in
developing audit programs for financial statement components and elements.
In planning the audit, the auditor uses auditing standards and interpretive
8
AU-C section 935 is applicable when an auditor is engaged, or required by law or
regulation, to perform a compliance audit in accordance with (a) GAAS, (b) standards for
financial audits under Government Auditing Standards, and (c) a governmental audit requirement that requires an auditor to express an opinion on compliance. AU-C section 935 does not
apply to the financial statement audit that may be performed in conjunction with a compliance
audit. See the AICPA Audit Guide Government Auditing Standards and Circular A-133 Audits
for more information.
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publications, including this guide, to meet the objectives of each specific audit
engagement.
4.32 AU-C section 300, Planning an Audit (AICPA, Professional Standards), addresses the auditor’s responsibilities to plan an audit of financial
statements and is written in the context of recurring audits. Additional considerations for initial audit engagements are addressed in AU-C section 510,
Opening Balances—Initial Audit Engagements, Including Reaudit Engagements (AICPA Professional Standards). Matters related to planning audits of
group financial statements are discussed in this chapter beginning at paragraph 4.95.
4.33 Planning activities include performing preliminary engagement activities; establishing and documenting an overall audit strategy; communicating with those charged with governance an overview of the planned scope and
timing of the audit; developing a detailed written audit plan; and determining
the extent of involvement of professionals with specialized skills. The nature,
timing, and extent of direction and supervision of engagement team members
depends on many factors including, the size and complexity of the entity, areas
of the audit, assessed risks of material misstatement, and capabilities and
competence of individual team members. Planning is not a discrete phase of an
audit but rather a continual and iterative process that often begins shortly after
(or in connection with) the completion of the previous audit and continues until
the completion of the current audit engagement. Any significant changes to the
overall audit strategy or the audit plan should be documented, including the
reasons for such changes.
4.34 The auditor might consider holding a preaudit conference with the
auditee to discuss the responsibilities of both the auditee and the auditor. The
understandings reached during the preaudit conference may be documented as
provided for in AU-C section 230. Topics for the preaudit conference with
elements that are unique to or significant in a governmental audit could include
the following:9

•

Identification of audit staff who have knowledge and experience with
governmental accounting, financial reporting, and audits10

•

The use of other auditors and the effect of those other auditors on the
timing of the audit and on the auditor’s report (see paragraphs
4.95–.122)

•

The effect of the use of service organizations (see paragraph 4.56) and
auditor’s or management’s specialists on audit procedures

•

Audit timing, including dates for the following:

—

Availability of records, especially when a government’s accounting records are decentralized among several departments or
other accountability centers

9
Discussion at the preaudit conference may be influenced by materiality determinations for
financial statement preparation and audit purposes as discussed in paragraphs 4.67–.87.
10
Government Auditing Standards establishes a general standard regarding competence.
As part of that standard, an audit organization should have a process for recruiting, hiring,
continuously developing, assigning, and evaluating staff to assist the organization in maintaining a workforce that has adequate competence. One of the areas that process should address
is continuing professional education (CPE). Government Auditing Standards requires CPE for
audit personnel in subjects that directly enhance their professional proficiency to perform
audits or attestation engagements and that relate to the specific or unique environment in
which the auditee operates. See the AICPA Audit Guide Government Auditing Standards and
Circular A-133 Audits.
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—

The required delivery of the report, which may be affected by
legal and contractual provisions

•

New accounting and financial reporting standards that the entity has
or is required to implement (see paragraph 4.50)

•

Reports to be provided by the auditor pursuant to the terms of
engagement (see paragraph 4.25)

•

Applicable audit requirements, including those in addition to an
audit in accordance with GAAS (see paragraph 4.27)

•

The effect of new auditing requirements on audit procedures or the
scope of the audit

•

The auditor’s responsibilities for

•

—

discovering and reporting material misstatements resulting
from noncompliance with laws and regulations, errors, or fraud
(see paragraphs 4.10–.23)

—

making specific inquiries of those charged with governance,
internal auditors, and other entity personnel about fraud (Appendix A to this chapter discusses the provisions of AU-C
section 240.)

—

communicating certain matters to those charged with governance, including information about uncorrected misstatements
aggregated by the auditor that were determined by management to be immaterial, both individually and in the aggregate,
to the financial statements for the opinion units in the government’s financial statements (see the discussion of materiality determinations and opinion units in a governmental audit
in paragraphs 4.67–.87 and the discussions about communications with the audit committee in paragraph 4.28 and chapter
13)

The auditee’s responsibilities for

—

preparing worksheets, schedules, and other “prepared by client” material needed for the audit

—

preparing the basic financial statements, RSI, including management’s discussion and analysis (MD&A), and supplementary information other than RSI (referred to in this guide as
“GASB defined” SI)

—

determining whether required budgetary compliance information will be presented in the basic financial statements or as
RSI

—

identifying all component units that should be reported in the
reporting entity’s financial statements and determining how
they should be displayed

—

identifying compliance with the provisions of laws and regulations that determine the reported amounts and disclosures in
the financial statement and for disclosing applicable instances
of noncompliance (see paragraphs 4.10 and 4.13–.15)

—

adjusting the financial statements to correct material misstatements and for affirming to the auditor in the representation
letter that the effects of any uncorrected misstatements aggregated by the auditor are immaterial, both individually and in
the aggregate, to the financial statements for the opinion units
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in the government’s financial statements (see the discussion of
materiality determinations and opinion units in a governmental audit in paragraphs 4.67–.87)

—

identifying related-party transactions and for determining the
appropriate reporting (see paragraph 4.94)

—

complying with any industry association certificate program
requirements (if applicable) for the CAFR

—

signing a management representation letter that may include
government-specific representations (see chapter 13)

•

The need for lawyer letters or for alternative procedures if the
government does not retain inside or outside counsel and has not
consulted a lawyer during the period about litigation, claims, or
assessments (see chapter 13)

•

Internal audit assistance the auditor expects to receive from the
auditee (see paragraphs 4.65–.66)

Audit Strategy
4.35 As stated in paragraph .09 of AU-C section 300, the auditor should
develop an audit plan that includes a description of (a) the nature and extent
of planned risk assessment procedures as determined under AU-C section 315,
Understanding the Entity and Its Environment and Assessing the Risks of
Material Misstatement (AICPA, Professional Standards); (b) the nature, timing,
and extent of planned further audit procedures at the relevant assertion level,
as determined under AU-C section 330, Performing Audit Procedures in Response to Assessed Risks and Evaluating the Audit Evidence Obtained (AICPA,
Professional Standards); and (c) other planned audit procedures that are
required to be carried out so that the engagement complies with GAAS. The
appendix, “Considerations in Establishing the Overall Audit Strategy,” of AU-C
section 300, provides useful examples of matters the auditor may consider in
establishing the overall audit strategy, many of which will also influence the
auditor’s detailed audit plan. Because government-wide and fund financial
statements often include various opinion units, audit tests are most efficient if
they are designed to avoid repetitive procedures. However, if the government
operates one or more activities separately or autonomously, the auditor may
need to perform procedures on those activities separately.
4.36 Many auditors plan and perform audit work based upon an entity’s
classes of transactions. For example, an auditor may plan and perform audit
procedures relating to an entity’s revenue and receivables by examining the
cash receipts cycle. While planning the audit procedures associated with a class
of transactions, the auditor should ensure that appropriate coverage is given to
each opinion unit in light of the applicable risk of material misstatement (see
the discussion of materiality determinations and opinion units in paragraphs
4.67–.87). If a government’s internal control for a class of transactions is
handled by the same system regardless of where the transactions and balances
are reported in the financial statements, the auditor’s consideration of internal
control and assessment of control risk for that system would apply equally to
all affected opinion units, even if transactions and balances reported in an
individual opinion unit are not included in a test of controls. However, in
designing substantive tests of financial statement assertions, the auditor
should use professional judgment in designing audit procedures that will
provide appropriate substantive evidence for the auditor’s separate opinion on
each opinion unit.
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4.37 Many governments maintain their primary accounting records based
on funds and typically use a separate process through which they separately
develop the additional information needed for the government-wide financial
statements. According to paragraph .03 of AU-C section 315, the objective of the
auditor is to identify and assess the risks of material misstatement, whether
due to fraud or error, at the financial statement and relevant assertion levels
through understanding the entity and its environment, including the entity’s
internal control, thereby providing a basis for designing and implementing
responses to the assessed risks of material misstatement. Paragraph .30 of
AU-C section 315 states that for significant risks, the auditor should obtain an
understanding of the entity’s controls, including control activities, relevant to
that risk and, based on that understanding, evaluate whether such controls
have been suitably designed and implemented to mitigate such risks. Further,
the auditor may find it efficient to plan and perform the audit by considering
the fund financial statements first and then the additional information developed for the government-wide financial statements. Although much of that
additional information is displayed in the reconciliations between the fund
financial statements and the government-wide financial statements (such as
capital asset and long-term debt information and asset and liability accruals),
some additional information is not displayed in the reconciliations (such as the
eliminations and reclassifications of internal activity and classifications of
program and general revenues). In planning and performing the audit in this
manner, the auditor should obtain a sufficient understanding of the different
processes and internal control over the additional information developed for the
government-wide financial statements. The auditor’s responsibility for considering the processes and internal control over the additional information developed for the government-wide financial statements is the same as the
auditor’s responsibility for considering the processes and internal control over
the fund financial statements.
4.38 In considering audit risk at the overall financial statement level, the
auditor should consider risks of material misstatement that relate pervasively
to the financial statements as a whole. As discussed in paragraph 4.73, in a
governmental audit, “as a whole” means considering each “opinion unit” separately. Risks of a pervasive nature often relate to the entity’s control environment and are not necessarily identifiable with specific relevant assertions at
the class of transactions, account balance, disclosure level, or opinion unit. Such
risks may be especially relevant to the auditor’s consideration of the risks of
material misstatement arising from fraud, for example, through management
override of internal control.

Use of Assertions in Obtaining Audit Evidence
4.39 Paragraphs .A113–.A118 of AU-C section 315 discuss the use of
assertions in the assessment of risks of material misstatement. In representing
that the financial statements are presented in accordance with the applicable
financial reporting framework, management implicitly or explicitly makes
assertions regarding the recognition, measurement, presentation, and disclosure of the various elements of the financial statements and related disclosures.
Assertions used by the auditor to consider different types of potential misstatements fall into the following categories and may take many forms:
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Categories of Assertions
Description of Assertions
Classes of
Transactions and
Events During the
Period

Account
Balances at
the End of
the Period

Occurrence/
Existence

Transactions and
events that have
been recorded
have occurred and
pertain to the
entity.

Assets,
deferred
outflows of
resources,
liabilities,
and deferred
inflows of
resources
exist.

Disclosed
events and
transactions
have
occurred.

Rights and
Obligations

—

The entity
holds or
controls the
rights to
assets, and
liabilities are
the
obligations of
the entity.

Disclosed
events and
transactions
pertain to the
entity.

Completeness

All transactions
and events that
should have been
recorded have
been recorded.

All assets
deferred
outflows of
resources,
liabilities,
and deferred
inflows of
resources
that should
have been
recorded have
been
recorded.

All
disclosures
that should
have been
included in
the financial
statements
have been
included.

Presentation
and
Disclosure

(continued)
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Categories of Assertions—continued
Description of Assertions
Classes of
Transactions and
Events During the
Period

Account
Balances at
the End of
the Period

Presentation
and
Disclosure

Accuracy/
Valuation and
Allocation

Amounts and
other data
relating to
recorded
transactions and
events have been
recorded
appropriately.

Assets,
deferred
outflows of
resources,
liabilities,
and deferred
inflows of
resources are
included in
the financial
statements at
appropriate
amounts and
any resulting
valuation or
allocation
adjustments
are recorded
appropriately.

Financial and
other
information is
disclosed
fairly and at
appropriate
amounts.

Cut-off

Transactions and
events have been
recorded in the
correct accounting
period.

—

—

Classification and
Understandability

Transactions and
events have been
recorded in the
proper accounts.

—

Financial
information is
appropriately
presented and
described,
and
information
in disclosures
is expressed
clearly.

4.40 The auditor should use relevant assertions for classes of transactions,
account balances, and presentation and disclosures in sufficient detail to form
a basis for the assessment of risks of material misstatement and the design and
performance of further audit procedures. The auditor should use relevant
assertions in assessing risks by considering the different types of potential
misstatements that may occur, and then designing further audit procedures
that are responsive to the assessed risks.
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Understanding the Entity, Its Environment, and Its Internal Control
4.41 AU-C section 315 establishes standards and provides guidance about
the auditor’s responsibility to identify and assess the risks of material misstatement in the financial statements through understanding the entity and its
environment, including the entity’s internal control.
4.42 Obtaining an understanding of the entity and its environment, including its internal control, is a continuous, dynamic process of gathering, updating,
and analyzing information throughout the audit. The understanding of the entity
establishes a frame of reference within which the auditor plans the audit and
exercises professional judgment throughout the audit when, for example

•
•

assessing risks of material misstatement of the financial statements;
determining materiality in accordance with AU-C section 320, Materiality in Planning and Performing an Audit (AICPA, Professional
Standards);

•

considering the appropriateness of the selection and application of
accounting policies and the adequacy of financial statement disclosures;

•

identifying areas for which special audit consideration may be necessary (for example, related party transactions, the appropriateness
of management’s use of the going concern assumption, considering
the business purpose of transactions, or the existence of complex and
unusual transactions);

•
•

developing expectations for use when performing analytical procedures;

•

responding to the assessed risks of material misstatement, including
designing and performing further audit procedures to obtain sufficient appropriate audit evidence; and
evaluating the sufficiency and appropriateness of audit evidence
obtained, such as the appropriateness of assumptions and management’s oral and written representations.

Risk Assessment Procedures and Related Activities
4.43 As described in paragraph .05 of AU-C section 315, the auditor should
perform risk assessment procedures to provide a basis for the identification and
assessment of risks of material misstatement at the financial statement and
relevant assertion levels. For purposes of GAAS, risk assessment procedures
are defined in AU-C section 315 as audit procedures performed to obtain an
understanding of the entity and its environment, including the entity’s internal
control, to identify and assess the risks of material misstatement, whether due
to fraud or error, at the financial statement and relevant assertion levels. Risk
assessment procedures by themselves; however, do not provide sufficient appropriate audit evidence on which to base the audit opinion. Risk assessment
procedures include the following:
a. Inquiries of management and others within the entity who, in the
auditor’s professional judgment, may have information that is likely
to assist in identifying risks of material misstatement due to fraud
or error
b. Analytical procedures
c. Observation and inspection
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Analytical Procedures as Risk Assessment Procedures
4.44 Paragraphs .A7–.A10 of AU-C section 315 provide additional explanation for analytical procedures performed during the risk assessment process.11 Analytical procedures performed as risk assessment procedures may
identify aspects of the entity of which the auditor was unaware and may assist
in assessing the risks of material misstatement in order to provide a basis for
designing and implementing responses to the assessed risks. Analytical procedures may enhance the auditor’s understanding of the entity’s business and
the significant transactions and events that have occurred since the prior audit
and help to identify the existence of unusual transactions or events and
amounts, ratios, and trends that might indicate matters that have audit
implications.
4.45 Analytical procedures performed as risk assessment procedures may
include both financial and nonfinancial information. In the context of a governmental audit, the auditor should apply these analytical procedures at the
opinion unit level. As one example of an analytical procedure used as a risk
assessment procedure, the auditor could compare a government’s actual results
to its budgets, even if the budgets are not legally required or the budgetary
comparison information is not presented as a basic financial statement, if the
budgets otherwise are realistic. (See the discussion of opinion units at paragraphs 4.67–.87.)

Discussion Among the Audit Team
4.46 In performing risk assessment procedures in accordance with paragraph .11 of AU-C section 315, the engagement partner and other key engagement team members should discuss the susceptibility of the entity’s financial
statements to material misstatement and the application of the applicable
financial reporting framework to the entity’s facts and circumstances. The
engagement partner should determine which matters are to be communicated
to engagement team members not involved in the discussion. Paragraph .A14
of AU-C section 315 states this discussion may be held concurrently with the
discussion among the engagement team that is required by AU-C section 240
to discuss the susceptibility of the entity’s financial statements to fraud.
Additionally, paragraph .12 of AU-C section 300 requires that consideration be
given on whether or not to include specialists assigned to the audit team. For
example, the auditor may determine that a professional possessing IT or other
specialized skills is needed on the audit team and therefore include that
individual in the discussion.

Auditor’s Understanding of the Entity and Its Environment
4.47 The auditor’s understanding of the entity and its environment consists of an understanding of the following aspects:
a. Relevant industry (governmental), regulatory, and other external
factors, including the applicable financial reporting framework
b. Nature of the entity, including its operations, governance structures;
the types of investments that the government is making and plans

11
The AICPA Audit Guide Analytical Procedures provides practical guidance to auditors on
the effective use of analytical procedures.
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to make, including investment in entities formed to accomplish
specific objectives and the way the government is structured and how
it is financed.
c. The government’s selection and application of accounting policies,
including the reasons for changes thereto. The auditor should evaluate whether the entity’s accounting policies are appropriate for its
business and consistent with the applicable financial reporting framework and accounting policies used in the relevant industry
d. The government’s objectives and strategies and the related business
risks that may result in a material misstatement of an opinion unit
e. The measurement and review of the entity’s financial (generally
budget and program) performance
Refer to appendix A, “Understanding the Entity and Its Environment,” of AU-C
section 315 which provides guidance on matters the auditor may consider when
obtaining an understanding of the entity and its environment relating to
categories (a)–(d). Appendix B, “Internal Control Components,” of AU-C section
315 contains a detailed explanation of internal control components. Matters to
consider in obtaining an understanding of a governmental entity and its
environment are discussed in the following section.

Understanding the Government
4.48 In a governmental audit, the auditor should also obtain an understanding of the operations of both the governmental industry and the entity to
assess the risks of material misstatement and design further audit procedures.
Information that may be useful in gaining this understanding generally can be
obtained from, for example, federal and state laws and regulations, local
charters, budget documents, recent official statements, prior-period financial
reports, the request for proposal for audit services, minutes of meetings of the
governing body and its committees and boards, and discussions with key
members of management. Such information may include the following:12

•

Economic, legislative, regulatory, accounting, and auditing developments that affect the governmental industry in general and the
auditee in particular13

•
•

The composition of the reporting entity
Relationships and operations between the reporting entity and its
component units

•

The form of government for the primary government and its component units, for example, a governing board with an elected governor or mayor as the administrator versus a governing board with an
appointed manager

•

Organizational structure, including the names and experience of top
management

•

The relationship between the governing body and the CEO and the
relationship between the CEO and key management (that is, heads
of agencies, departments, divisions, and so on)

12
These examples represent typical and common aspects of state and local governments but
do not comprise all aspects of the auditor’s understanding of the entity and its environment.
13
The AICPA’s annual Audit Risk Alert State and Local Governmental Developments
includes information about governmental industry developments.
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•

Federal, state, and local laws and regulations governing the general
operations of the entity and its component units

•

The nature of any joint ventures and the related underlying business
rationale

•

Factors affecting the continued functioning of the government, for
example, the presence or absence of taxpayer initiatives that limit its
budget growth or addition of services

•

Budget philosophies (that is, are revenues budgeted conservatively
and expenses/expenditures budgeted aggressively or the reverse) and
how elected officials look to balance the budget in times of economic
stress or decline

•
•
•

Debt management policies and their underlying rationale
Investment management policies and their underlying rationale
The existence and functions of an audit committee or other group or
individual with oversight responsibility for financial reporting

•

Primary sources of revenue (for example, property taxes, appropriations from other governments, grants, contracts, and service charges),
how and at what location they are received by the entity (that is,
customer remittances, mailed checks, electronic funds transfer, and
so on), and how transactions are authorized, initiated, recorded, and
reported

•

Services provided by the entity and the relative level of resources
used for each function or program

•

Involvement in complex, unusual, or risky activities and the entity’s
rationale for entering into such arrangements

•

Services and in-kind services provided by separate departments and
independent entities (for example, hospitals, school districts, redevelopment agencies) and their relationship to the entity to be audited

•

Accounting and financial reporting requirements established by another government with financial reporting oversight responsibilities

•

Accounting and financial reporting policies, procedures, and systems,
including the number and nature of funds, when funds are created or
eliminated, supplementary records that are maintained for capital
assets (including infrastructure capital assets) and long-term debt,
and the entity’s methods of producing information for presentation in
the government-wide financial statements from fund-based accounting data

•

If accounting and financial reporting functions are automated, the
types of computer equipment used, personnel involved, and similar
background information, including software packages and operating
systems and how often each are reviewed for continued adequacy and
relevance

•

Opinion modifications on prior-period financial statements that could
lead to opinion modifications on the current-period financial statements

•

The current status of internal control weaknesses previously communicated to those charged with governance and the reasons for any
that have not been corrected
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•

Findings of any regulatory or oversight agency whether they be
financial or operational in nature

•

The current status of prior-period findings,14 including findings and
questioned costs in compliance audits that could require the reporting of contingent liabilities

•
•

The nature of any compliance auditing requirements
Special reporting requirements

4.49 Because of legal or contractual provisions concerning confidentiality,
some governments restrict an auditor’s access to certain source records that
support amounts that are material to the financial statements. For example,
state constitution or legislation may restrict access of state income tax returns
to employees of the state’s revenue collection department. In such a situation, an
auditor may be able to perform adequate alternative procedures to obtain
sufficient appropriate audit evidence to achieve the audit objectives. Alternatives
may include procedures performed by the internal audit organization for the
auditor or substantive procedures that provide indirect evidence about the
information, such as analytical procedures. AU section 322, The Auditor’s Consideration of the Internal Audit Function in an Audit of Financial Statements
(AICPA, Professional Standards),15 provides requirements and guidance when
using the work of internal auditors. AU-C section 520, Analytical Procedures
(AICPA, Professional Standards), addresses the auditor’s use of analytical procedures as substantive procedures. AU-C section 700, Forming an Opinion and
Reporting on Financial Statements (AICPA, Professional Standards), provides
requirements and guidance if the auditor is not able to perform adequate
alternative procedures. As discussed in AU-C section 700, restrictions on the
scope of the audit, whether imposed by the client or by circumstances, including
the inability to obtain sufficient appropriate audit evidence, may require the
auditor to qualify the opinion or to disclaim an opinion (see chapter 14).

Understanding Governmental Accounting and Financial Reporting
Standards
4.50 Auditors should understand the unique nature of the governmental
financial reporting model, as described in chapter 2. In auditing a government’s
financial statements, two financial reporting concerns may include evaluating
which funds are separately reported as major funds and the presentation of
comparative financial information, as discussed in chapters 2 and 14. Further,
during planning, the auditor should consider whether the entity has or is
required to implement new accounting and financial reporting standards. The
AICPA’s annual Audit Risk Alert State and Local Governmental Developments
often includes information about recently issued AICPA and GASB pronouncements that may be applicable to governmental entities.
14
For audits performed under Government Auditing Standards, paragraph 4.05 of Government Auditing Standards, 2011 Revision includes an additional requirement for auditors to
evaluate whether the audited entity has taken appropriate corrective action to address findings
and recommendations from previous engagements that could have a material effect on the
financial statements or other financial data significant to the audit objectives. When planning
the audit, auditors should ask management of the audited entity to identify previous audits,
attestation engagements, and other studies that directly relate to the objectives of the audit,
including whether related recommendations have been implemented. Auditors should use this
information in assessing risk and determining the nature, timing, and extent of current audit
work, including determining the extent to which testing the implementation of the corrective
actions is applicable to the current audit objectives. Also, see the AICPA Audit Guide Government Auditing Standards and Circular A-133 Audits.
15
See footnote 19.
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Understanding of Internal Control
4.51 Paragraphs .13–.14 of AU-C section 315 states that the auditor
should obtain an understanding of internal control relevant to the audit.
Although most controls relevant to the audit are likely to relate to financial
reporting, not all controls that relate to financial reporting are relevant to the
audit. It is a matter of the auditor’s professional judgment whether a control,
individually or in combination with others, is relevant to the audit. When
obtaining an understanding of relevant controls, the auditor should evaluate
the design of those controls and determine whether they have been implemented by performing procedures in addition to inquiry of the entity’s personnel. An understanding of the five components of internal control (see paragraph
4.54) assists the auditor in identifying the types of potential misstatements and
factors that affect the risks of material misstatement and in designing the
nature, timing, and extent of further audit procedures. Because an audit of a
government’s financial statements is based on opinion units as discussed in
paragraph 4.73, the auditor’s consideration of internal control in assessing the
risks of material misstatement should address each opinion unit. (See also
paragraph 4.36.)
4.52 The auditor should use such knowledge to

•
•
•

identify types of potential misstatements.
consider factors that affect the risks of material misstatement.
design tests of controls, when applicable, and substantive procedures.

4.53 Obtaining an understanding of internal control is distinct from
testing the operating effectiveness of internal control. The objective of obtaining
an understanding of internal control is to evaluate the design of controls and
determine whether they are implemented for the purpose of assessing the risks
of material misstatement. In contrast, the objective of testing the operating
effectiveness of internal control is to determine whether the controls, as
designed, prevent or detect a material misstatement.
4.54 Paragraph .04 of AU-C section 315 defines internal control as “a
process effected by those charged with governance, management, and other
personnel that is designed to provide reasonable assurance about the achievement of the entity’s objectives with regard to the reliability of financial
reporting, effectiveness and efficiency of operations, and compliance with
applicable laws and regulations. Internal control over safeguarding of assets
against unauthorized acquisition, use, or disposition may include controls
relating to financial reporting and operations objectives. Internal control consists of the following five interrelated components:
a. The control environment
b. The entity’s risk assessment process
c. The information system, including the related business processes
relevant to financial reporting and communication
d. Control activities relevant to the audit
e. Monitoring of controls
Refer to paragraphs .15–.25 of AU-C section 315 for a detailed discussion of the
internal control components.
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4.55 The following list includes examples of unique characteristics of a
government’s environment and its internal control that the auditor may consider in assessing the risks of material misstatement:

•

Members of senior management and the governing board are elected
officials or report to elected officials and therefore often are subject
to political influences.

•

Elected officials may focus on solutions that are popular with the
voting public rather than less popular solutions. This focus could
result in decisions that benefit the short-term rather than long-term.

•
•

The governing board usually holds its meeting in public.
The press and citizens often hold management and governing board
decisions and otherwise seemingly insignificant matters up to substantial scrutiny.

•

Management and governing board actions often are mandated or
otherwise affected by laws, regulations, and provisions of contracts
and grant agreements.

•

GAAP financial statements should conform to GASB standards and
governmental financial statements at times are required to conform to
accounting and financial reporting requirements established by another
government with financial reporting oversight responsibilities.

•

Management is, or those charged with governance are, required by
law or some other regulation to respond to results of audits and
regulatory and grantor reviews.

•

Limited financial resources, limitations on the ability to create new
revenue sources, or both, coupled with unfunded mandates for services, may result in officials asking management and staff to do more
with less.

•

Elected officials sometimes utilize excess revenues during times of
economic growth rather than to create reserves for future budget
shortfalls.

•

Generous retirement benefits and a disciplinary structure that often
requires numerous levels of approval create a relatively stable work
force even though salary structures are often below the market.

•

Existence of organized labor in key functions such as law enforcement, fire and rescue, education, health care, and public works may
create fiscal challenges for the entity during times of flat or declining
revenues.

•

The hierarchical structure of government organizations in general,
and certain functions specifically (that is, law enforcement, fire and
rescue, and so on), may create an environment that is inflexible or
resistant to change.

4.56 In acquiring an understanding of and assessing internal control, the
auditor should consider information technology controls (commonly referred to
as IT controls) as well as the controls over the manual portions of the system
(See AU-C section 315). Further, when an entity obtains computer or other
services from another organization and if those services are part of the entity’s
information system, AU-C section 402, Audit Considerations Relating to an
Entity Using a Service Organization (AICPA, Professional Standards), provides
requirements and guidance on the factors auditors (referred to as user auditors)
should consider when auditing financial statements of an entity that uses a
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service organization to process certain transactions. Such guidance includes
information about the situations in which to consider the effect of the service
organization’s controls on user organization’s controls and how to consider the
effect of those controls. Governments use service organizations, for example, to
invest bond proceeds and pension plan assets, to serve as third-party administrators for employee health insurance programs, to perform billing services
for enterprise activities, to process cash receipts using a lock box arrangement
with a financial institution, and to collect taxes.16 AU-C section 402 requires the
auditor to evaluate the significance of the controls of the service organization
to those of the user organization and available information about the service
organization controls. The user auditor may conclude that the auditor has the
means from that available information to obtain a sufficient understanding of
internal control to assess the risks of material misstatement. Or, instead, the
auditor might conclude that there is a need to obtain specific information from
the service organization, to perform procedures at the service organization, or
to have a service auditor perform procedures. As an aside, AT section 801,
Reporting on Controls at a Service Organization (AICPA, Professional Standards), and the AICPA Guide Service Organizations—Applying SSAE No. 16,
Reporting on Controls at a Service Organization (SOC 1) provide guidance for
independent auditors (service auditors) who issue reports on processing of
transactions by service organizations for use by other auditors.
4.57 Often, governments maintain their accounting systems on a basis of
accounting other than GAAP, such as the cash or their budgetary basis of
accounting. At year-end, those governments may prepare worksheets to convert
their accounting system information as needed for the basic financial statements, rather than enter conversion data into their transaction processing
systems. (See the further discussion of this matter in paragraph 4.37 and
chapter 15.)

Assessment of Risks of Material Misstatement and the Design of Further
Audit Procedures
4.58 As discussed previously, risk assessment procedures allow the auditor to gather the information necessary to obtain an understanding of the
entity, its environment, and its internal control. This knowledge provides a
basis for assessing the risks of material misstatement of the opinion units.
These risk assessments are then used to design further audit procedures, such
as tests of controls, substantive tests, or both. This section provides guidance
on assessing the risks of material misstatement and how to design further audit
procedures that effectively address these risks.
4.59 Paragraph .26 of AU-C section 315 states that the auditor should
identify and assess the risks of material misstatement at the financial statement level and at the relevant assertion level related to classes of transactions,
account balances, and disclosures. In the context of a governmental audit,
“financial statement level” means at the level of each opinion unit, as described
in paragraph 4.73, previously. For this purpose, the auditor should
a. identify risks throughout the process of obtaining an understanding
of the entity and its environment, including relevant controls that
relate to the risks, and considering the classes of transactions,
account balances, and disclosures in the financial statements;
16
Sometimes services organizations are other governments. For example, counties sometimes collect property taxes for cities, towns, villages, and school districts within the county and
states sometimes collect income and sales taxes for other governments within the state.
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b. assess the identified risks and evaluate whether they relate more
pervasively to the financial statements as a whole and potentially
affect many other assertions;
c. relate the identified risks to what can go wrong at the relevant
assertion level, taking account of relevant controls that the auditor
intends to test; and
d. consider the likelihood of misstatement, including the possibility of
multiple misstatements, and whether the potential misstatement is
of a magnitude that could result in a material misstatement of an
opinion unit.
4.60 The auditor should use information gathered by performing risk
assessment procedures, including the audit evidence obtained in evaluating the
design of controls and determining whether they have been implemented, as
audit evidence to support the risk assessment. The auditor should use the
assessment of the risks of material misstatement at the relevant assertion level
as the basis to determine the nature, timing, and extent of further audit
procedures to be performed.

Identification of Significant Risks
4.61 As part of the assessment of the risks of material misstatement, the
auditor should determine which of the risks identified are, in the auditor’s
judgment, risks that require special audit consideration (such risks are defined
as significant risks). One or more significant risks normally arise on most
audits. In exercising this judgment, the auditor should consider inherent risk
to determine whether the nature of the risk, the likely magnitude of the
potential misstatement including the possibility that the risk may give rise to
multiple misstatements, and the likelihood of the risk occurring are such that
they require special audit consideration. In considering the nature of the risks,
the auditor should consider a number of matters, including whether the risk is
related to fraud; recent significant economic, accounting, or other developments; complexity of transactions; whether the risk involves significant transactions with related parties; the degree of subjectivity in the measurement of
financial information related to the risk, especially those measurements involving a wide range of measurement uncertainty; and whether the risk
involves significant transactions that are outside the normal course of business
for the entity, or that otherwise appear to be unusual. Examples of some risk
areas pertaining to government audits could include valuation of derivative
instruments and alternative investments; landfill and pollution remediation
liability estimates; other postemployment benefits (OPEB) and pension valuation disclosures; and tax, grant, and donor restrictions. If the auditor has
determined that a significant risk exists, the auditor should obtain an understanding of the government’s controls relevant to that risk and evaluate
whether those controls have been suitably designed and implemented to
mitigate such risks. Furthermore, if the auditor has determined that an
assessed risk of material misstatement at the relevant assertion level is a
significant risk, the auditor should perform substantive procedures that are
specifically responsive to that risk. When the approach to a significant risk
consists only of substantive procedures, those procedures should include tests
of details.
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Designing and Performing Further Audit Procedures
4.62 AU-C section 330 addresses the auditor’s responsibility to design and
implement responses to the risks of material misstatement identified and
assessed by the auditor in accordance with AU-C section 315 and to evaluate
the audit evidence obtained in an audit of financial statements.
4.63 In a governmental audit, to reduce audit risk to an acceptably low
level, the auditor (a) should determine overall responses to address the assessed risks of material misstatement at the opinion unit level and (b) should
design and perform further audit procedures whose nature, timing, and extent
are responsive to the assessed risks of material misstatement at the relevant
assertion level. The purpose is to provide a clear linkage between the nature,
timing, and extent of the auditor’s further audit procedures and the assessed
risks. The overall responses and the nature, timing, and extent of the further
audit procedures to be performed are matters for the professional judgment of
the auditor and should be based on the auditor’s assessment of the risks of
material misstatement.

Overall Responses
4.64 The auditor’s overall responses to address the assessed risks of
material misstatement at the opinion unit level may include emphasizing to the
audit team the need to maintain professional skepticism, assigning more
experienced staff or those with specialized skills or using specialists, providing
more supervision, incorporating additional elements of unpredictability in the
selection of further audit procedures to be performed, or making general
changes to the nature, timing, or extent of audit procedures. For example,
varying the dollar amount of the threshold used to search for unrecorded
liabilities from year-to-year is effective when the risk of material misstatement
is high due to improperly segregated duties.

The Internal Audit Function
4.65 State and local governments frequently establish an internal audit
organization; large governments sometimes establish separate internal audit
organizations for separate departments. The responsibilities of internal audit
organizations can vary significantly—from monitoring control activities to
providing assurance and consulting activities designed to add value and
improve an organization’s operations and its risk management, control, and
governance processes. The internal audit organization usually attempts to
maintain its independence from the executive, legislative, or judicial branches
although, administratively, it may report to one or more of them.17 An important responsibility of the internal audit function is to monitor the performance
of an entity’s controls. If the government has an internal audit function, the
auditor should obtain an understanding of the nature of its responsibilities and
how it fits into the government’s organizational structure and the activities
performed or to be performed to determine whether the internal control
function is likely to be relevant to the audit. The extent of the procedures
necessary to obtain this understanding will vary, depending on the nature of
those activities.
4.66 An internal audit function may affect an organization’s internal
control in two ways. First, the function usually increases the attention devoted
17
Auditors employed by state and local governments sometimes may be considered independent. See paragraph 4.27.
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to internal control. Second, to the extent the function is responsible for a
continuing evaluation of internal control, it serves the important role of
monitoring internal control. An internal audit organization also may be responsible for monitoring compliance by the entity’s grantees and subgrantees
with the provisions of grant agreements. Independent auditors may be able to
coordinate efforts with the internal audit organization and use their efforts to
provide audit evidence. AU section 322 discusses the effects of internal audit
organizations on the audit.18

Materiality in Planning and Performing an Audit
4.67 This section describes how the nature of the governmental financial
reporting model is the basis for how materiality is determined in an audit of
governmental financial statements. It also describes how materiality determinations for purposes of preparing a government’s basic financial statements
differ from materiality determinations for purposes of planning, performing,
evaluating the results of, and reporting on the audit of a government’s basic
financial statements.
4.68 As described in chapter 2, governments generally are required to
include in their basic financial statements both government-wide financial
statements and fund financial statements. GASB standards require those
financial statements to present certain disaggregated information. For example, GASB Statement No. 34, Basic Financial Statements—and Management’s Discussion and Analysis—for State and Local Governments, as amended,
requires the government-wide statement of net position and statement of
activities, which display information about the government as a whole, to
include separate rows and columns to distinguish between the governmental
and business-type activities of the primary government and also between the
primary government and its discretely presented component units. The fund
financial statements are required to report additional and detailed information
about the primary government’s funds, including its blended component units.
Separate sets of financial statements are required for each fund category—
governmental, proprietary, and fiduciary—and each statement is required to
present a number of different columns. For example, the governmental fund
financial statements are required to present separate columns for the financial
information for each major governmental fund, for the nonmajor governmental
funds in the aggregate, and for total governmental funds.

GASB Guidance to Preparers on Materiality Determinations
Update 4-1 Accounting and Reporting: Reporting Entity
GASB Statement No. 61, The Financial Reporting Entity: Omnibus—an amendment of GASB Statements No. 14 and No. 34, issued in November 2010, is
effective for periods beginning after June 15, 2012. Earlier application is
encouraged. In the first period this statement is applied, changes should be
treated as an adjustment of prior periods, and financial statements presented
for the periods affected should be restated.
(continued)

18
The AICPA Auditing Standards Board is expected to issue a clarity redrafting of AU
section 322, The Auditor’s Consideration of the Internal Audit Function in an Audit of Financial
Statements (AICPA, Professional Standards), in the second half of 2013.
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GASB Statement No. 61 amends GASB Statement Nos. 14 and 34 by amending
the criteria for including component units and for blending component units in
the financial statements of the primary government. In addition, GASB Statement No. 61 requires reporting condensed combining information in the notes
to the financial statements for component units that are blended through
consolidation into the single column of primary governments that are businesstype activities reporting in a single column (such as a state university). GASB
Statement No. 61 also clarifies the reporting of equity interests in legally
separate organizations.
For more information about the effects of GASB Statement No. 61 upon its
implementation, a summary of this statement is included in section A.01 in
appendix A, “Guidance Updates.”
4.69 Items 7.4.1–7.4.6 of the GASB Comprehensive Implementation Guide
(GASB Q&A) explain how preparers should view governmental financial statements in applying materiality determinations. That view is based on the
requirements in GASB standards to report separate financial statements or
information for various reporting units, as shown in exhibit 4-1. Item 7.4.1 of
the GASB Q&A indicates that preparers should make separate materiality
evaluations for the governmental activities; the business-type activities; and
each major governmental and enterprise fund because those reporting units are
considered to be quantitatively material. That item also states that the components of the remaining fund information—nonmajor governmental and enterprise funds, internal service funds, and fiduciary funds—may or may not be
quantitatively material. It states that the preparer’s view of the data presented
for those reporting units for purposes of materiality evaluations should be
based on professional judgment considering relevant qualitative factors and the
relationship of the remaining fund reporting units to other appropriate information in the financial statements. Item 7.4.2 of the GASB Q&A indicates that
materiality assessments for the reconciliations between the fund financial
statements and the government-wide financial statements should be considered in conjunction with the government-wide financial statements. Note that
those reconciliations are presented on the fund financial statements or in
schedules that accompany those statements.
4.70 Items 7.4.4–7.4.6 of the GASB Q&A discuss how preparers should
view the data for discretely presented component units for purposes of materiality evaluations. Item 7.4.5 states that assessment of major individual
discretely presented component units should consider certain characteristics of
the major component unit information and be based on an evaluation of the
unit’s significance relative to the total discretely presented component units
and the nature and significance of the unit’s relationship to the primary
government. See also GASB Q&A item 4.28.17, which provides further guidance on “significance” for determining major component units. Item 7.4.6 states
that the preparer’s view of the data presented for component unit information
when there are no major component units for purposes of materiality evaluations should be based on professional judgment. That judgment includes
considering relevant qualitative factors and the relationship of the nonmajor
component units’ information to other appropriate information in the government’s financial statements.
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Auditor Materiality Determinations
4.71 AU-C section 320 addresses the auditor’s responsibility to apply the
concept of materiality in planning and performing an audit of financial statements. The auditor’s determination of materiality is a matter of professional
judgment and is affected by the auditor’s perception of the financial information
needs of users of financial statements. AU-C section 450, Evaluation of Misstatements Identified During the Audit (AICPA, Professional Standards), explains how materiality is applied in evaluating the effect of identified misstatements on the audit and the effect of uncorrected misstatements, if any, on
the financial statements. In planning the audit, the auditor makes judgments
about the size of misstatements that will be considered material. Although it
is not practicable to design audit procedures to detect misstatements that could
be material solely because of their nature (that is, qualitative considerations),
the auditor considers not only the size but also the nature of uncorrected
misstatements, and the particular circumstances of their occurrence, when
evaluating their effect on the financial statements.

Planning Materiality
4.72 In accordance with paragraph .10 of AU-C section 320, when establishing the overall audit strategy, the auditor should determine materiality for
the financial statements as a whole, which, in the context of a governmental
audit, means establishing materiality levels by each opinion unit as further
discussed in paragraph 4.73. Materiality and audit risk are considered throughout the audit, in particular when
a. determining the nature and extent of risk assessment procedures to
be performed.
b. identifying and assessing the risks of material misstatement.
c. determining the nature, timing, and extent of further audit procedures. Properly designed further audit procedures increase the likelihood that you will detect any material misstatement that exists in
the financial statements.
d. evaluating the effect of uncorrected misstatements, if any, on the
financial statements and in forming an opinion in the auditor’s
report.
Determining materiality involves the exercise of professional judgment. A
percentage is often applied to a chosen benchmark as a starting point in
determining materiality for the financial statements as a whole. Considerations
affecting an appropriate benchmark are provided in paragraphs .A5–.A7 of
AU-C section 320.
4.73 As noted in paragraph 4.72, because of the unique nature of governmental financial reporting, the auditor’s consideration of whether a government’s basic financial statements are presented fairly, in all material respects,
in conformity with GAAP, should be based on opinion units, as shown in exhibit
4-1 and as discussed in paragraphs 4.74–.77.
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NOTE: GASB Statement No. 34, as amended, requires the presentation, at the
bottom of the governmental fund financial statements or in an accompanying
schedule, of reconciliations from governmental funds to governmental activities
in the government-wide financial statements. It also requires the presentation,
at the bottom of the proprietary fund financial statements or in an accompanying schedule, of reconciliations from enterprise funds to business-type activities in the government-wide financial statements, if applicable. In planning,
performing, evaluating the results of, and reporting on the audit, the auditor
should consider the information presented in the financial statement reconciliations as relating to the governmental activities and business-type activities
opinion units.
(1) The basic financial statements also include notes to the financial
statements that are essential to fair presentation of the financial
statements. Chapter 13 discusses the effect of opinion units on the
auditor’s evaluation of note disclosures.
(2) Reporting units represent the separate columnar displays required by GASB standards.
(3) Financial reporting alternatives exist for the display of discretely
presented component units. See discussion in footnote 20 and chapter 3.
(4) These are the opinion units required for an audit of government’s
basic financial statements. An auditor may be engaged to set the
scope of the audit and assess materiality at a more-detailed level
than the opinion units required for the basic financial statements, as
discussed in paragraphs 4.86–.87.
(5) Except as indicated in (7), auditors should make a single quantitative materiality evaluation for the aggregate discretely presented
component units, and apply quantitative materiality to those component units independently of the quantitative evaluations they
make for other opinion units and regardless of how major component
units are reported in the basic financial statements. That quantitative evaluation along with quantitative materiality factors should
affect the nature, timing, and extent of audit procedures applied to
the financial information of individual discretely presented component units that comprise the opinion unit. See paragraph 4.75.
(6) Except as indicated in (7), auditors should make a single quantitative materiality evaluation for the remaining fund information,
and apply quantitative materiality to that remaining fund information independently of the quantitative evaluations they make for
other opinion units. That quantitative evaluation along with quantitative materiality factors should affect the nature, timing, and
extent of audit procedures applied to the financial information of
individual funds that comprise the opinion unit. See paragraph 4.75.
(7) As explained in paragraph 4.76, under certain circumstances
auditors may choose to combine the two aggregate opinion units—the
one for the aggregate discretely presented component units and the
one for the aggregate remaining fund information—into a single
opinion unit referred to as the aggregate discretely presented component unit and remaining fund information opinion unit. Auditors
should apply quantitative materiality to that combined aggregate
opinion unit independently of the quantitative evaluations they
make for other opinion units and regardless of how major component
units are reported in the basic financial statements. That quantitative evaluation along with quantitative materiality factors should
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affect the nature, timing, and extent of audit procedures applied to
the financial information of individual discretely presented component units and funds that comprise the opinion unit.
4.74 Auditors should make separate materiality determinations for purposes of planning, performing, evaluating the results of, and reporting on the
audit of a government’s basic financial statements for each opinion unit. Except
as discussed in paragraph 4.76, the opinion units in a government’s basic
financial statements are (as applicable) the governmental activities; the businesstype activities; the aggregate discretely presented component units; each major
governmental and enterprise fund;19 and the aggregate remaining fund information (nonmajor governmental and enterprise funds, the internal service fund
type, and the fiduciary fund types). The auditor should view the financial
statement reconciliations presented on the fund financial statements or in an
accompanying schedule as relating to the presentation of the governmental
activities and business-type activities opinion units. Chapters 13–14 discuss
how the auditor should evaluate misstatements and express opinions in the
auditor’s report separately for each opinion unit.
4.75 Audit materiality is based on the opinion units indicated previously
because, as established in GASB Statement No. 34, as amended, and explained
in chapter 7 of the GASB Q&A, a government’s basic financial statements
highlight a primary government’s governmental activities, its business-type
activities, and each of its major governmental and enterprise funds. As a
general rule, the other information presented in a government’s basic financial
statements is separated into two opinion units—the aggregate remaining fund
information and the aggregate discretely presented component units. Those
groupings distinguish financial information for the primary government from
financial information for its discretely presented component units. (See also
paragraph 4.76.) The auditor should make materiality evaluations for each
opinion unit separately. That is, the materiality evaluation for one opinion unit
should not be affected by other information in the government’s financial
statements or by quantitative or qualitative factors relating to other opinion
units. Also, in the audit of a government’s basic financial statements, the
auditor should not establish more than one opinion unit for the aggregate
remaining fund information, even though, as discussed in paragraph 4.69,
chapter 7 of the GASB Q&A advises preparers to consider disaggregating the
remaining fund information for purposes of materiality evaluations. Similarly,
auditors should not establish more than one opinion unit for the aggregate
discretely presented component units, regardless of how major component units
are reported in the basic financial statements.20 (Paragraphs 4.86–.87 discuss
how auditors may set the scope of the audit at a more-detailed level.) However,
because of the various, potentially diverse information comprising the aggregate opinion units (that is, the aggregate remaining fund information and the
aggregate discretely presented component units, or the combination of those
two, as discussed in paragraph 4.76), the auditor should consider how qualitative and quantitative factors relating to the components of each aggregate
19
Major governmental and enterprise funds are separate opinion units regardless of
whether (a) they meet the quantitative criteria in GASB Statement No. 34, as amended, for
reporting as major or (b) the government voluntarily decides to report them as major because
they are particularly important to financial statement users.
20
As discussed in chapter 3, “The Financial Reporting Entity,” information about each
major component unit can be provided by (a) presenting each major component unit in a
separate column in the government-wide financial statements, (b) including combining statements of major component units in the basic financial statements after the fund financial
statements, or (c) presenting condensed financial statements in the notes to the financial
statements.
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unit will affect the nature, timing, and extent of audit procedures on that unit.
Regardless of how the auditor designs and performs audit procedures for each
opinion unit (including the aggregate opinion units), the auditor’s report on the
basic financial statements should either express an opinion regarding the
financial statements for each opinion unit, or assertions to the effect that an
opinion on one or more opinion units cannot be expressed, as discussed in
chapter 14.
4.76 Normally, as discussed in paragraphs 4.86–.87, the aggregate discretely presented component units and the aggregate remaining fund information are treated as separate opinion units. In some cases, however, the
aggregate discretely presented component unit opinion unit is not quantitatively or qualitatively material to the primary government. For example, the
reporting entity may have a single, small component unit and there are no
qualitative factors that make that component unit material to the primary
government. In other cases, the aggregate remaining fund information opinion
unit is not quantitatively or qualitatively material to the primary government.
For example, the primary government may have only a few, small nonmajor
governmental or enterprise funds (and no internal service or fiduciary funds)
and there are no qualitative factors that make those funds material to the
primary government. In either of those situations, auditors may choose to
combine the two aggregate opinion units—the one for the aggregate discretely
presented component units and the one for the aggregate remaining fund
information—into a single opinion unit for purposes of planning, performing,
evaluating the results of, and reporting on the audit of the government’s basic
financial statements. That combined opinion unit is referred to as the “aggregate discretely presented component unit and remaining fund information”
opinion unit. Even if that combined aggregate opinion unit is not material to
the primary government, no further aggregation of that opinion unit with other
of the government’s opinion units is permitted. Similarly, no further aggregation is permitted if the government has only the aggregate discretely presented
component unit opinion unit or only the aggregate remaining fund information
opinion unit, and that opinion unit is not material to the primary government.
4.77 Auditors should determine opinion units for audits of a specialpurpose government’s basic financial statements in the same manner as for
general-purpose governments:

•

A government that is engaged in a single governmental program and
that combines its fund financial statements and government-wide
financial statements, as provided in paragraph 136 of GASB Statement No. 34, will have an opinion unit for each major governmental
fund, an opinion unit for its aggregate nonmajor governmental funds,
if any, and an opinion unit for the government-wide total column,
which represents governmental activities.

•

A government that is engaged only in business-type activities may
have more than one opinion unit. For example, a utility district with
more than one enterprise fund (one each for its water, sewer, electric,
and trash operations) will have an opinion unit for each major
enterprise fund and another opinion unit for its aggregate nonmajor
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enterprise funds, if any, which represents “remaining fund information.”21

•

A government that is engaged only in fiduciary activities has only one
opinion unit that represents, in effect, “remaining fund information.”
For a public employee retirement system with more than one defined
benefit pension plan that presents separate financial statements for
each plan, as required by GASB standards, those separate plan
financial statements do not represent separate opinion units but
rather are aggregated into a single opinion unit.

•

If a special-purpose government has one or more discretely presented
component units, the component unit, or the aggregate of those
component units, is an opinion unit separate from the government’s
other opinion unit(s), unless the aggregate component units meet the
conditions for combining with the aggregate remaining fund information, as discussed in paragraph 4.76.

Quantitative and Qualitative Materiality Factors
4.78 The auditor should plan the audit to obtain reasonable assurance of
detecting misstatements that the auditor believes could be large enough,
individually or in the aggregate, to be quantitatively material to the financial
presentation of an opinion unit. Auditors may establish a single measure or
multiple measures of quantitative materiality for each opinion unit in designing and performing audit procedures. As a practical approach to establishing
multiple measures of quantitative materiality for an individual opinion unit,
the auditor may consider qualitative factors such as whether large-dollar
activity or balances might distort quantitative materiality for the unit. For
example, the governmental activities opinion unit may have significant amounts
of general capital assets, including infrastructure assets that are as large as,
if not larger than, all of the other assets of that opinion unit. In that case, the
auditor may wish to take a two-tiered approach to establishing quantitative
materiality and develop one set of measures for considering general capital
asset activity and balances and another set of measures for considering activity
and balances relating to other than general capital assets. Other accounts that
similarly could distort quantitative materiality considerations for an opinion
unit include investments, debt, and special and extraordinary items. However,
as stated in paragraph 4.75, regardless of how the auditor designs and performs
audit procedures for each opinion unit, the auditor’s report on the basic
financial statements should express an opinion for each opinion unit or state
that an opinion cannot be expressed.

Lesser Materiality for Particular Items
4.79 Consistent with paragraph .10 of AU-C section 320, when establishing the overall strategy for the audit, the auditor should consider whether, in
the specific circumstances of the entity, misstatements of particular items of
lesser amounts than the materiality levels determined for each opinion unit, as
discussed in paragraph 4.73, if any, could, in the auditor’s judgment, reasonably
be expected to influence economic decisions of users taken on the basis of the
21
Some special-purpose governments engaged only in business-type activities report fiduciary activities in fiduciary funds. GASB Statement No. 34 does not require those governments
to present a government-wide financial statement because the activity reported in fiduciary
funds is not part of government-wide financial statements. In those situations, the fiduciary
funds are part of the remaining fund information opinion unit.
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financial statements. Any such amounts determined represent lower materiality levels to be considered in relation to the particular items in the opinion
units.
4.80 In making this judgment, the auditor should consider factors such as
the following:

•

Whether accounting standards, laws, or regulations affect users’
expectations regarding the measurement or disclosure of certain
items

•

The key disclosures in relation to the government and the environment in which the entity operates

Performance Materiality
4.81 As discussed in paragraph .10 of AU-C section 320, when assessing
the risks of material misstatements and designing and performing further
audit procedures to respond to the assessed risks, the auditor should allow for
the possibility that some misstatements of lesser amounts than the materiality
levels determined in accordance with paragraph .10 of AU-C section 320 could,
in the aggregate, result in a material misstatement of an opinion unit. To do so,
the auditor should determine performance materiality for purposes of assessing
the risks of material misstatement and determining the nature, timing, and
extent of further audit procedures. In a governmental audit, performance
materiality is the amount or amounts set by the auditor at less than materiality
for an opinion unit to reduce to an appropriately low level the probability that
the aggregate of uncorrected and undetected misstatements exceeds materiality for the opinion unit. If applicable, performance materiality also refers to
the amount or amounts set by the auditor at less than the materiality level or
levels for particular classes of transactions, account balances, or disclosures.
4.82 As the audit progresses, the auditor should revise materiality for an
opinion unit (and, if applicable, the materiality level or levels for particular
classes of transactions, account balances or disclosures) if the auditor becomes
aware of information that would have caused a materiality determination of a
different amount initially. If the auditor concludes a lower materiality than
initially determined is appropriate, the auditor should determine whether it is
necessary to revise performance materiality and whether the nature, timing
and extent of further audit procedures remain appropriate.
4.83 The auditor should perform the audit to obtain reasonable assurance
of detecting misstatements that the auditor believes could be large enough,
individually or in the aggregate, to be quantitatively material to an opinion
unit. Although the auditor should be alert for misstatements that could be
qualitatively material, it ordinarily is not practical to design audit procedures
to detect them.
4.84 As indicated previously, judgments about materiality include both
quantitative and qualitative information. As a result of the interaction of
quantitative and qualitative considerations in materiality judgments, misstatements of relatively small amounts that come to the auditor’s attention could
have a material effect on an opinion unit. Qualitative considerations also
influence the auditor in reaching a conclusion about whether misstatements
are material. Paragraph .A23 of AU-C section 450 provides qualitative factors
that the auditor may consider relevant in determining whether misstatements
are material. Also see the discussion of the consideration of qualitative factors
in evaluating opinion unit misstatements in chapter 13.
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Tolerable Misstatement
4.85 AU-C section 530, Audit Sampling(AICPA, Professional Standards),
defines tolerable misstatement as the monetary amount set by the auditor in
respect of which the auditor seeks to obtain an appropriate level of assurance
that the monetary amount set by the auditor is not exceeded by the actual
misstatement in the population and provides further guidance about the
concept.

More Detailed Materiality Levels
4.86 Because of the terms of the audit engagement, the auditor may set
the scope of the audit and assess materiality at a more detailed level than by
the opinion units required for the basic financial statements (for example, at an
individual fund or fund type level). In many cases, the more detailed level is
required by legal or contractual provisions, such as state law, debt covenants,
or grant or contribution agreements.
4.87 A more detailed audit scope supplements, rather than replaces, the
scope of the audit on a government’s basic financial statements. That is, the
auditor should continue to plan, perform, evaluate the results of, and report on
the audit of the basic financial statements based on the opinion units described
in paragraph 4.73. The auditor also should plan, perform, evaluate the results
of, and report on the entity’s financial statements at the more detailed level by
establishing additional opinion units corresponding to the expanded scope.
chapter 14 discusses how a more detailed audit scope affects the auditor’s
report.

Performing Further Audit Procedures
4.88 Further audit procedures provide important audit evidence to support an audit opinion. These procedures consist of tests of controls and substantive tests. The nature, timing, and extent of the further audit procedures
to be performed by the auditor should be based on the auditor’s assessment of
risks of material misstatement at the relevant assertion level.
4.89 In some cases, an auditor may determine that performing only
substantive procedures is appropriate. However, the auditor often will determine that a combined audit approach using both tests of the operating effectiveness of controls and substantive procedures is an effective audit approach.
4.90 The auditor should design and perform tests of controls when the
auditor’s risk assessment includes an expectation of the operating effectiveness
of controls or when substantive procedures alone do not provide sufficient
appropriate audit evidence at the relevant assertion level. In governmental
audits, tests of controls may be more efficient and effective than substantive
tests alone, for example, for expenditures and significant revenue collections,
such as taxes or utility billings. Additionally, the nature and complexity of the
systems the entity uses to process and control information supporting the
assertion may need to be considered when developing the audit strategy. For
example, if the billing process is heavily reliant on IT controls to initiate,
authorize, record, process, and report transactions, it may be more cost effective
or even necessary to perform tests of controls on both the application and the
IT general controls.
4.91 Irrespective of the assessed risks of material misstatement, the
auditor should design and perform substantive procedures for all relevant
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assertions related to each material class of transactions, account balance, and
disclosure.
4.92 The auditor’s substantive procedures should include the following
audit procedures related to the financial statement closing process, such as

•

agreeing or reconciling the financial statements with the underlying
accounting records and

•

examining material journal entries and other adjustments made
during the course of preparing the financial statements.

As described in paragraph 4.57, governments often maintain accounting systems on a basis of accounting other than GAAP, and prepare journal entries
often accompanied by nonsystem worksheets to convert accounting system
information as needed for the basic financial statements. The nature and extent
of the auditor’s examination of journal entries and other adjustments depend
on the nature and complexity of the entity’s financial reporting system and the
associated risks of material misstatement.

Evaluation of Misstatements
4.93 AU-C section 200 describes the auditor’s responsibility in a GAAS
audit to plan and perform the audit to obtain reasonable assurance about
whether the financial statements as a whole are free from material misstatement, whether due to fraud or error. AU-C section 240 expands on that
discussion as it relates to fraud. (Appendix A to this chapter discusses the
provisions of AU-C section 240.) The auditor should accumulate, by opinion
unit, misstatements identified during the audit, other than those that the
auditor believes are clearly trivial, and communicate them, on a timely basis,
to the appropriate level of management. AU-C section 450 further states that
auditors should consider the effects, both individually and in the aggregate, of
misstatements that are not corrected by the entity. This consideration includes,
among other things, the effect of misstatements related to prior periods.

Related Parties and Transactions
4.94 AU-C section 550, Related Parties (AICPA, Professional Standards),
addresses the auditor’s responsibilities relating to related party transactions in
an audit, and expands upon how AU-C section 240 and AU-C section 315 are
to be applied regarding risks of material misstatement associated with related
party relationships and transactions. In a governmental audit, related parties
include, but are not limited to, members of the governing board, administrative
boards or commissions, administrative officials and their immediate families,
component units and joint ventures, and affiliated or related organizations that
are not included as part of the financial reporting entity. GASB Statement No.
56, Codification of Accounting and Financial Reporting Guidance Contained in
the AICPA Statements on Auditing Standards, and paragraphs 54–57 of GASB
Statement No. 62, Codification of Accounting and Financial Reporting Guidance Contained in Pre-November 30, 1989 FASB and AICPA Pronouncements,
as amended, define the accounting and reporting requirements of governmental
entities for related party transactions (see chapters 3 and 13). Many governments require their officials and employees to periodically file statements to
disclose related-party relationships and transactions. Among other procedures,
the auditor could review those disclosure statements (or minutes of the governing board or other administrative board or commission meetings where such
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related party disclosures are discussed) to evaluate the government’s identification of related parties and transactions. See the discussion about the financial
reporting of related-party transactions in chapter 13.

Group Audit Engagements
4.95 Group audits involve the audit of financial statements that include
the financial information of more than one component (group financial statements).22 An audit of group financial statements involves identifying the
components that are part of the group and considering the effect of the
components on the overall group audit strategy and group audit plan, including
the extent to which the group engagement team will use the work of component
auditors. AU-C section 600, Special Considerations—Audits of Group Financial
Statements (Including the Work of Component Auditors) (AICPA, Professional
Standards), addresses special considerations that apply to group audits, in
particular those that involve component auditors. The applicability of AU-C
section 600 depends on whether more than one component is identified,
regardless of whether there is another auditor involved. On the other hand, if
only one auditor is responsible for all of the opinion units in the financial
reporting entity and no components are included, the requirements of AU-C
section 600 may not apply. In this situation, the group engagement team may
conclude that the financial statements are not group financial statements
because there is only one component—the government itself.
4.96 Under AU-C section 600, the group engagement team is required,
among other things, to

•

obtain an understanding of the group, its components, and their
environments including group-wide controls

•
•

establish a group audit strategy
develop a group audit plan

The understanding described previously should be sufficiently performed to
confirm or revise the group engagement team’s initial identification of components, including significant components, and to assess the risks of material
misstatement due to error or fraud in the audit of the group financial statements.
4.97 The guidance in this section focuses on the aspects of AU-C section
600 that are unique to audits of state and local governments. Auditors should
carefully read this guidance in conjunction with AU-C section 600 and understand the importance of the standard’s organizational structure. Specifically,

•

paragraphs .13–.26 and .32–.50 of AU-C section 600 apply to all
group audits.

•

additional requirements in paragraphs .27–.30 of AU-C section 600
apply when the group engagement partner decides to make reference
to the audit of a component auditor in the auditor’s report on the
group financial statements.

22
AU-C section 600, Special Considerations—Audits of Group Financial Statements (Including the Work of Component Auditors) (AICPA, Professional Standards), is significantly
broader in scope than extant AU section 543, Part of Audit Performed by Other Independent
Auditors (AICPA, Professional Standards). The extant AU section 543 focused on conducting an
audit that involves other auditors. AU-C section 600 focuses on conducting effective audits of
group financial statements.
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additional requirements in paragraphs .31 and .51–.65 of AU-C
section 600 apply when the auditor assumes responsibility for the
work of a component auditor.

Definition of a Component
4.98 A component is an entity or business activity for which group or
component management prepares financial information that is required to be
included in the group financial statements. A component may include, but is not
limited to, subsidiaries, geographical locations, divisions, investments, products
or services, functions, processes, or component units of state or local governments. In applying the definition of a component in a governmental audit, it is
helpful to consider the intent of AU-C section 600, which is to manage the
aggregation risk inherent in the preparation of group financial statements.
Accordingly, the auditor should obtain an understanding of the governmental
entity, how its activities are managed, the governance structures, and how
financial information is recorded in the accounting system and aggregated into
the financial statements. The use of fund accounting by itself does not result in
a component. Fund accounting is a mechanism to demonstrate accountability
with the restrictions on resource inflows.
4.99 The term component used in applying the provisions of AU-C section
600 is different from the term component unit as defined by GASB. GASB
defines component units as legally separate organizations for which elected
officials of the government are financially accountable (see chapter 3) and
provides for the inclusion of these organizations in the basic financial statements of a primary government as component units, where appropriate. Although a component unit, as defined by GASB, is likely to meet the definition
of a component under AU-C section 600, the governmental reporting entity may
include additional components because the definition of a component is much
broader than the definition of a component unit.

Opinion Units
4.100 A unique aspect of financial reporting by governmental entities,
which affects the application of AU-C section 600 in a governmental audit is
that the financial statements often include multiple opinion units which the
auditor is required to report separately thereon based on separate audits
performed in accordance with the respective performance materiality of each
opinion unit (as discussed in paragraphs 4.81–.84 and chapter 14). Accordingly,
it can be analogized that each opinion unit is equivalent to its own group and
likely there would be no additional requirements under AU-C section 600
unless the opinion unit contains components or is audited by other auditors.
This concept is illustrated in exhibit 4-2.
For example, assume a utility fund, which is reported as a major
enterprise of a City, has historically operated on an autonomous basis
from a City. The utility has different management which is accountable to a utility board. The accounting information for the utility
included in the City’s basic financial statements is prepared separately by management of the utility. Although the utility appears to
meet the definition of a component, there would be no additional
procedures required to be performed under AU-C section 600 because
the utility is being audited as a major fund and the utility itself does
not have any components.
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In contrast, if the utility is not a major fund, the requirements of
AU-C section 600 would apply because the utility would be a component of the aggregate remaining fund information. In this situation, the group auditor would establish component materiality for the
utility and perform audit procedures based on the significance of the
component (utility) and the assessed risk of material misstatement
in relation to the group (aggregate remaining fund information).
4.101 The financial statements of the governmental and business-type
activities would not normally need to be considered when identifying components. These financial statements are formed by combining the financial
statements of the of the underlying major funds and aggregate remaining fund
information, all of which are separate opinion units for which the auditor
expresses separate opinions. Accordingly, there would be no additional procedures to be performed under AU-C section 600. Audit procedures on the
required reconciliations (for example, procedures on the reconciling items for
capital assets and long-term debt) should be performed using the performance
materiality of the respective opinion units.
4.102 If an opinion unit, or component thereof, is audited by another
auditor, and the other auditor’s work on the financial information will be used
as audit evidence for the group audit, the opinion unit or the component unit
would be considered a component under AU-C section 600, and the group
auditor should follow the AU-C section 600 guidance related to component
auditors.
4.103 Opinion units that commonly have more than one component include the aggregate remaining fund information and aggregate discretely
presented component units. The aggregate remaining fund information often
includes pension trust funds, investment trust funds, and similar activities for
which there is a separate governance structure (board), management, and
accounting for the different activities. Similarly, the aggregate discretely presented component units often have more than one component unit. Each
component unit, by definition, is legally separate and usually has a separate
governance structure.
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Exhibit 4-2
Applying AU-C Section 600 in Audits of Governmental Entities

Do any opinion units contain
more than one component
(excluding government-wide
financial statements)?

Yes

AU-C section 600
applies

Yes

AU-C section 600
applies

No
Is any opinion unit audited by
other auditors whose work will
be used as audit evidence for
the group audit?
No

No additional audit procedures
under AU-C section 600

Identifying Components in State and Local Governments Group
Audits
4.104 Factors that auditors may consider in identifying components for
state and local governments include the following:

•
•
•
•
•

Governance, legal, and management structures
Decentralization of operations
Outsourcing of operations
Nature of activities and uniqueness of relationship to the entity
Control environment

4.105 AU-C section 600 always applies if the governmental entity has an
equity method investment or when a component of the entity is audited by other
auditors. The other factors described previously require the use of professional
judgment in identifying components in audits of governmental entities and the
application of AU-C section 600.

Significant Components
4.106 As the individual financial significance of a component increases,
the risks of material misstatement of the group financial statements ordinarily
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increase. AU-C section 600 defines a significant component as a component
identified by the group engagement team (a) that is of individual financial
significance to the group, or (b) that, due to its specific nature or circumstances,
is likely to include significant risks of material misstatements of the group
financial statements.
4.107 The group engagement team may apply a percentage to a chosen
benchmark as an aid to identify components that are of individual financial
significance. Identifying a benchmark and determining a percentage to be
applied to it involve the exercise of professional judgment. In audits of governmental entities, appropriate quantitative benchmarks for identifying significant components might include net costs or total budget. Qualitative considerations may involve matters of heightened public sensitivity (for example,
national security issues, donor-funded projects, or reporting of tax revenue).

Materiality
4.108 Paragraph .32 of AU-C section 600 requires the group engagement
team to determine materiality, including performance materiality, for (a) the
group financial statements as a whole and (b) particular account balances,
classes of transactions, or disclosures in certain circumstances. In addition, the
group engagement team is required to determine materiality for components on
which the group engagement team will perform, or for which the auditor of the
group financial statements will assume responsibility for the work of a component auditor who performs an audit or review (adapted as necessary to meet the
needs of the group engagement team). To implement these requirements, the
group engagement team should first identify all components because component
materiality takes into account all components, regardless of whether reference is
made to the audit of a component auditor in the auditor’s report on the group
financial statements. To reduce the risk that the aggregate of uncorrected and
undetected misstatements in the group financial statements exceeds the materiality for the group financial statements as a whole, the group engagement team
should establish component materiality at a lower materiality than that for the
group financial statements as a whole. Component performance materiality
should be lower than performance materiality for the group financial statements
as a whole. Different materiality may be established for different components,
and the aggregate of component materiality may exceed group materiality.
4.109 Because of the unique nature of governmental financial reporting,
the auditor’s consideration of materiality is based on the opinion units. Accordingly, when there are two or more components within an opinion unit, the
group auditor is required to establish component materiality and component
performance materiality for each component at a level lower than that for the
opinion unit. If the group auditor is making reference to the component auditor,
the group engagement team is not required to communicate the component
materiality to the component auditors.

Using the Work of Others
Deciding to Act as Auditor of Group Financial Statements
4.110 The group engagement partner decides to act as the auditor of the
group financial statements and report as such on the group financial statements upon evaluating whether the group engagement team will be able to
obtain sufficient appropriate audit evidence through the group engagement
team’s work or use of the work of component auditors. Relevant factors in
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making this determination include, among other things, the (a) individual
financial significance of the components for which the auditor of the group
financial statements will be assuming responsibility, (b) extent to which significant risks of material misstatements of the group financial statements are
included in the components for which the auditor of the group financial
statements will be assuming responsibility, and (c) extent of the group engagement team’s knowledge of the overall financial statements.
4.111 In audits of state and local governments, additional factors to
consider include (a) engagement by the primary government as the auditor of
the financial reporting entity and (b) responsibility for auditing the primary
government’s general fund (or other primary operating fund).

Understanding With Component Auditors
4.112 Regardless of whether reference will be made in the auditor’s report
on the group financial statements to the audit of a component auditor, the group
engagement team should obtain an understanding of

•

whether a component auditor understands and will comply with the
ethical requirements that are relevant to the group audit and, in
particular, is independent.

•
•

a component auditor’s professional competence.
the extent, if any, to which the group engagement team will be able
to be involved in the work of the component auditor.

•

whether the group engagement team will be able to obtain information affecting the consolidation process from a component auditor.

•

whether a component auditor operates in a regulatory environment
that actively oversees auditors.

4.113 When the group engagement team has serious concerns about the
professional competence of the component auditor or the component auditor
does not meet the independence requirements that are relevant to the group
audit, the group auditor cannot use the work of the other auditors or make
reference to the other auditors in their report. This requirement may have
significant implications in audit of governments because of the potentially
separate legal status and governance structure of entities included within the
reporting entity, and the inability of group management to control or influence
the contracting relationship between component management and component
auditors. In these cases, the group auditor may not have the ability to step in
and perform the necessary audit work for the component, resulting in a scope
limitation.

Making Reference to Component Auditors
4.114 After gaining an understanding of each component auditor, the
group engagement partner should decide whether to make reference to a
component auditor in the auditor’s report on the group financial statements. As
stated in paragraph .25 of AU-C section 600, reference to the audit of a
component auditor in the auditor’s report on the group financial statements
should not be made unless
a. the group engagement partner has determined that the component
auditor has performed an audit of the financial statements of the
component in accordance with the relevant requirements of GAAS,
and
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b. the component auditor has issued an auditor’s report that is not
restricted as to use.
4.115 According to paragraph .26 of AU-C section 600, if the component’s
financial statements are prepared using a different financial reporting framework from that used for the group financial statements, reference to the audit
of a component auditor in the auditor’s report on the group financial statements
should not be made unless
a. the measurement, recognition, presentation, and disclosure criteria
that are applicable to all material items in the component’s financial
statements under the financial reporting framework used by the
component are similar to the criteria that are applicable to all
material items in the group’s financial statements under the financial reporting framework used by the group, and
b. the group engagement team has obtained sufficient appropriate
audit evidence for purposes of evaluating the appropriateness of the
adjustments to convert the component’s financial statements to the
financial reporting framework used by the group without the need to
assume responsibility for, and, thus, be involved in, the work of the
component auditor.
4.116 The GASB financial reporting framework allows certain nongovernmental component units, such as foundations, that report under the FASB
financial reporting framework, to be incorporated into the reporting entity’s
financial statements. GASB does not have a requirement to change the recognition, measurement, or disclosure standards applied in a nongovernmental
component unit’s separate financial statements. In these circumstances, the
group auditor may make reference to the audit of a component auditor.

Communications Between Group and Component Auditors
4.117 Paragraph .41 of AU-C section 600 requires timely communication
between the group engagement team and the component auditor of certain
specific items and also requires that the communications about the group
engagement team’s requirements be documented in writing. Effective two-way
communication between the group and component auditors is fundamental to
an effective group audit. In the past, effective two-way communication has been
challenging for auditors of governmental entities due to the numerous auditors
involved, the competitive selection process, and various governance structures.
4.118 AU-C section 600 does not explicitly establish requirements for the
component auditor in audits of group financial statements. However, paragraph
.42 of AU-C section 600 requires the engagement team to request a component
auditor to communicate certain matters (often provided for in a letter of
instruction23 ) and to evaluate the component auditor’s communication as well
as the adequacy of their work. If effective two-way communication does not
exist between the group engagement team and the component auditor, a risk
exists that the group engagement team may not obtain sufficient appropriate
audit evidence.

23
Appendix C, “Required and Additional Matters Included in the Group Engagement
Team’s Letter of Instruction,” of AU-C section 600 provides such an example.
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Subsequent Events
4.119 Group management is responsible for determining the effect, if any,
subsequent events will have on the group financial statements through the date
of the group auditor’s report. This extends to subsequent events affecting group
financial statements related to components that occur between the dates of the
component financial information and the date the group financial statements
are issued or available to be issued. This is particularly challenging for state
and local governments considering the nature of their components (that is, a
separate governance structure) which may the limit the control that group
management (primary government) has over the component. Additionally,
there are often significant differences between the dates of the auditors’ reports
on the group and one or more of the components.
4.120 Under AU-C section 600, either the group engagement team or
component auditors should perform subsequent events procedures through
date of the group auditor’s report. Often it will not be practical or possible based
on legal or contractual relationships for the group auditor to perform subsequent event procedures directly at components. In these circumstances, the
group auditor’s overall responsibility may be satisfied by testing group management’s process in identifying subsequent events at components, relying on
procedures performed by the component auditor, or both. Early communication
with group management regarding its responsibilities to identify events at
components that occur between the dates of the component’s financial information and the date group management evaluates subsequent events for
purposes of the group financial statements may increase audit efficiency for the
group engagement team.
4.121 The division of responsibilities between the group engagement team
and the component auditor related to subsequent events may be agreed on by
all parties and documented in order to avoid misunderstandings at a later date.
In addition, the auditor of the group financial statements may expand or modify
the engagement or management representation letters for both the components
and the group as a result of the requirements of AU-C section 600 relative to
subsequent events. Refer to paragraphs .40 and .59 of AU-C section 600 for
more information about responsibilities for subsequent events in group audit
engagements.

Other Audit Considerations
Subcontracting Arrangements
4.122 Because of expertise, contracting requirements or preferences, or
other reasons, an auditor might participate in an audit on a subcontract basis
with another auditor, for example, a minority-owned or small firm. Auditors
participating in such an arrangement should establish an understanding of the
services to be performed in writing, and may include the following:

•

Client communication responsibilities, including general communications and communicating findings

•
•
•
•

Determining the compensation of the parties
Supervising the engagement
Documenting the engagement and ownership of audit documentation
Establishing review procedures
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•

If other auditors are responsible for the audit of a component, the
group auditor should follow the guidance in AU-C section 600 (see
paragraphs 4.95–.121).

Independence Requirements
4.123 AICPA members who are engaged to audit the financial statements
of governmental entities in accordance with GAAS are required to be independent. In making judgments about whether they are independent, members
should be guided by Rule 101, Independence (AICPA, Professional Standards,
ET sec. 101 par. .01), of the AICPA Code of Professional Conduct; its interpretations; and the ethics rulings it includes.24 Members should use ET section
100-1, Conceptual Framework for AICPA Independence Standards (AICPA,
Professional Standards), when making decisions on independence matters that
are not explicitly addressed by the AICPA Code of Professional Conduct. Among
those standards, Interpretation No. 101-3, “Nonattest Services,” under Rule 101
(AICPA, Professional Standards, ET sec. 101 par. .05), establishes requirements
that members should meet to perform nonattest services for an attest client
without impairing the auditor’s independence with regard to that client. Those
requirements are that (a) the member should not perform management functions or make management decisions for the attest client, (b) the client must
agree to perform certain functions in connection with the engagement to
perform nonattest services, including make all management decisions, perform
all management functions, and accept responsibility for the results of the
services, and (c) the member should establish and document in writing the
auditor’s understanding with the client certain matters, such as the objectives
of the engagement and any limitations of the engagement. Interpretation No.
101-3 provides examples of the types of nonattest services that would be
considered to impair a member’s independence. Members also should be guided
by the definition of the term client in paragraph .03 of ET section 92, Definitions
(AICPA, Professional Standards), which provides that AICPA members who are
employed by state and local governments who meet certain criteria may be
considered independent for purposes of auditing their employer governments.
4.124 Interpretation No. 101-10, “The Effect on Independence of Relationships With Entities Included in the Governmental Financial Statements,”
under Rule 101 (AICPA, Professional Standards, ET sec. 101 par. .12), of the
AICPA Code of Professional Conduct discusses the effect on an auditor’s
independence of relationships with entities included in governmental financial
statements. The interpretation states that

•

auditors issuing a report on the basic financial statements of the
financial reporting entity must be independent of the financial reporting entity, as defined in the interpretation. However, where the
primary auditor explicitly states reliance on other auditors reports
thereon, independence is not required with respect to any major or
nonmajor fund, internal service fund, fiduciary fund, or component
unit or other entities disclosed in the financial statements. In addition, independence is not required with respect to an entity disclosed

24
Some state boards of accountancy have independence requirements in addition to those
of the AICPA. Also, for engagements conducted in accordance with Government Auditing
Standards, auditors and audit organizations are subject to the AICPA Code of Professional
Conduct as well as the additional independence requirements found in chapter 3 of Government
Auditing Standards. The AICPA Audit Guide Government Auditing Standards and Circular
A-133 Audits discusses the independence requirements of Government Auditing Standards,
including when the conceptual framework is used, considerations related to nonaudit services,
and additional documentation requirements.
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in the notes to the basic financial statements if the financial reporting entity is not financially accountable for the organization and the
required disclosure does not include financial information. For example, a disclosure limited to the financial reporting entity’s ability
to appoint the governing board members of an organization would not
require the auditor to be independent of that organization. However,
auditors and their immediate family should not hold a key position
with a major fund, nonmajor fund, internal service fund, fiduciary
fund, or component unit of the financial reporting entity or other
entity that should be disclosed in the notes to the basic financial
statements.

•

auditors who are auditing the financial statements of a major fund,
nonmajor fund, internal service fund, fiduciary fund, or component
unit of the financial reporting entity or an entity that should be
disclosed in the notes to the basic financial statements of the financial reporting entity, but are not auditing the primary government,
should be independent with respect to the financial statements being
reported upon. Auditors are not required to be independent of the
primary government or other funds or component units of the reporting entity or entities that should be disclosed in the notes to the
basic financial statements. However, auditors and their immediate
family should not hold a key position within the primary government.

4.125 Sometimes when a government audit agency performs an audit,
there is a change in the administration of the audit agency (for example, as a
result of an election). In some cases, the completion of the audit may fall within
the term of the outgoing government auditor. Even though the majority of the
audit procedures performed may fall within the predecessor auditor’s term, the
auditor in office when the determination that sufficient appropriate audit
evidence has been obtained for the auditor to be able to issue the auditor report
(which, under AU-C section 700), determines the date of the auditor’s report)
generally should sign the report because the auditor relies on the staff of the
audit agency. That determination may occur after certain additional auditing
procedures, for example, supervisory reviews and obtaining management and
attorney representation letters, have been performed, which may not be until
after the incoming government auditor takes office. (Chapter 13 discusses a
similar situation involving the signing of the management representation letter
following a change in administration.)

Required Supplementary Information, Supplementary
Information, and Other Information
4.126 As discussed in chapter 2, a government’s basic financial statements
always should be accompanied by MD&A and frequently may be accompanied
by various types of other supporting information presented outside the basic
financial statements. Information that GAAP requires accompany the basic
financial statements is RSI, and GASB-established RSI includes, for example,
MD&A, certain pension funding information, and OPEB information, information about infrastructure assets accounted for using the modified approach, and
budgetary comparison information. On the other hand, “GASB defined” SI is
information that GAAP does not require accompany the basic financial statements. Governments provide “GASB defined” SI voluntarily to supplement and
expand upon the basic financial statements. Some governments provide “GASB
defined” SI as part of a CAFR (as further discussed in chapter 2 and paragraph
4.25) such as the introductory section (including the letter of transmittal), the
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combining and individual nonmajor fund financial statements and schedules,
and the statistical section. According to AU-C section 730, RSI differs from
“GASB defined” SI because RSI is considered an essential part of financial
reporting and because there are authoritative guidelines for measuring and
presenting RSI.
4.127 “GASB defined” SI may be either OI as defined in AU-C section 720
or SI as defined in AU-C section 725. The determination of whether the auditor
is within the scope of AU-C section 720 or AU-C section 725 is dependent upon
both the type of information and the engagement. If certain information meets
the definition of SI in AU-C section 725 and the auditor is engaged to report on
whether it is fairly stated, in all material respects, in relation to the financial
statements as a whole, then AU-C section 725 applies. Otherwise, the information is considered OI, and the auditor’s responsibility is described in AU-C
section 720. Examples of information that is typically considered OI under
AU-C section 720 include the introductory section (including the letter of
transmittal) and the statistical section of a CAFR (that is, in practice auditors
are not typically engaged to provide an “in relation to” opinion on this information). Information that is typically considered SI include the combining and
individual nonmajor fund financial statements and schedules of a CAFR (that
is, in practice auditors are often engaged to provide an “in relation to” opinion
on this information).25
4.128 Unless the auditor is engaged to audit information that accompanies the basic financial statements as discussed in paragraph 4.129,26 the
procedures that an auditor applies to that information depend on whether the
information is RSI, SI, or OI. Paragraphs 4.129–.134 discuss the definitions of
and the required audit procedures relating to RSI, SI, and OI. In addition,
chapter 16, “Auditor Involvement With Municipal Securities Filings,” discusses
the auditor’s responsibilities for information that accompanies the basic financial statements in official statements. chapter 14 discusses auditor reporting on
RSI, SI, and OI.

Audit Scope Includes Required Supplementary Information or
Supplementary Information
4.129 The auditor may be engaged to audit either or both RSI and “GASB
defined” SI, that is, express an opinion whether the information is fairly
presented, in all material respects, in conformity with GAAP. For example, as
discussed in chapter 2, state and local governments may elect to report the
required budgetary comparison information in a budgetary comparison statement as part of the basic financial statements, rather than as RSI. If the
government makes this election, under AU-C section 700, the auditor should
perform procedures considered sufficient to express an opinion on whether the
budgetary comparison information financial statement is fairly stated, in all
material respects, in conformity with GAAP. In this situation, the government
25
There are some “certification” programs that may require either a full opinion or “in
relation to” opinion on combining and individual fund financial statements and schedules.
Thus, in such scenarios this information may be treated as SI for auditing purposes. Absent
such a requirement, the information would be treated as OI.
26
Being engaged to audit information that accompanies the basic financial statements
means being engaged to express an opinion whether that accompanying information is fairly
presented, in all material respects, in conformity with generally accepted accounting principles.
Unless the auditor is engaged to audit the accompanying information, the information is
considered unaudited, even though GAAS require the auditor to perform specific procedures
and to report on the information as discussed in this section and chapter 14.
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has satisfied the GASB requirement for inclusion of the information; however,
the nature of the required information has changed from required supplementary information to a basic financial statement. The auditor may also be
engaged under AU-C section 805, Special Considerations—Audits of Single
Financial Statements and Specific Elements, Accounts, or Items of a Financial
Statement (AICPA, Professional Standards), to express an opinion regarding
whether combining and individual nonmajor fund financial statements presented as “GASB defined” SI are fairly stated, in all material respects, in
conformity with GAAP.
4.130 When engaged to audit RSI or “GASB defined” SI, the auditor
should plan and perform adequate procedures responsive to the assessed risks
of material misstatement and evaluate the results of those procedures to
support developing an opinion on the information or to disclaim an opinion. The
auditor makes materiality determinations and establishes opinion units for
planning, performing, evaluating the results of, and reporting on the results of
the audit depending on the terms of the engagement. For example, if the
engagement terms provide for the audit of each fund presented in combining
and individual nonmajor fund financial statements, the auditor should consider
each fund to be a separate opinion unit.

Required Supplementary Information
4.131 AU-C section 730 addresses the auditor’s responsibility with respect
to RSI. AU-C section 730 defines RSI as information a designated accounting
standards setter27 (that is, GASB, for purposes of this guide) requires to
accompany an entity’s basic financial statements. RSI is not part of the basic
financial statements; however, GASB considers the information an essential
part of financial reporting for placing the basic financial statements in an
appropriate operational, economic, or historical context. Additionally, authoritative guidelines for the methods of measurement and presentation of the
information have been established by GASB regarding RSI. In the absence of
any separate requirement in the particular circumstances of the audit engagement, the audit opinions on the various opinion units contained in the basic
financial statements do not cover RSI.28 The auditor should apply the following
limited procedures to the RSI (unless the auditor is engaged to audit the RSI
as discussed in paragraph 4.129), as required by paragraph .05 of AU-C section
730:

•

Inquire of management about the methods of preparing the information, including (a) whether it is measured and presented in
accordance with prescribed guidelines, (b) whether methods of measurement or presentation have been changed from those used in the
prior period and the reasons for any such changes, and (c) whether
there were any significant assumptions or interpretations underlying
the measurement or presentation of the information.

27
The Financial Accounting Standards Board, GASB, International Accounting Standards
Setting Board, and Federal Accounting Standards Advisory Board are accounting standard
setters currently recognized in professional standards.
28
Unless the auditor is engaged to audit the RSI as further described in paragraphs
4.130–.131, RSI is considered unaudited, even though GAAS require the auditor to perform
specific procedures and to report on the information as discussed in this section and in chapter
14.
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•

Compare the information for consistency with (a) management’s
responses to the foregoing inquiries, (b) the basic financial statements, and (c) other knowledge obtained during the audit of the basic
financial statements.

•

Obtain written representations from management (a) that it acknowledges its responsibility for the RSI; (b) about whether the RSI
is measured and presented in accordance with prescribed guidelines;
(c) about whether the methods of measurement or presentation have
changed from those used in the prior period and, if so, the reasons for
such changes; and, (d) about any significant assumptions or interpretations underlying the measurement or presentation of the RSI.
See chapter 13 for additional requirements and guidance on management representations.

If the auditor is unable to complete these procedures, the auditor should
consider whether management contributed to the auditor’s inability to complete the procedures. If the auditor concludes the inability to complete the
procedures is due to significant difficulties encountered in dealing with management, the auditor should inform those charged with governance. See chapter
14 for reporting responsibilities in these circumstances.

Supplementary Information
4.132 For purposes of GAAS, SI is defined in AU-C section 725 as information presented outside the basic financial statements, excluding RSI that is
not considered necessary for the financial statements to be fairly presented in
accordance with the applicable financial reporting framework. Such information may be presented in a document containing the audited financial statements or separate from the financial statements. As further discussed in
chapter 14, an opinion on whether SI is fairly stated in all material respects is
made in relation to the basic financial statements as a whole, not in relation
to individual opinion units (see a description of the opinion units in a governmental audit in paragraph 4.73). Chapter 14 also discusses the auditor’s
responsibilities when the auditor concludes, on the basis of the procedures
performed, that the SI is materially misstated in relation to the basic financial
statements as a whole.
4.133 In order to opine on whether SI is fairly stated, in all material
respects, in relation to the financial statements as a whole, the auditor should
determine that all of the following conditions are met as required by paragraph
.05 of AU-C section 725:

•

The SI was derived from, and relates directly to, the underlying
accounting and other records used to prepare the financial statements;

•
•

The SI relates to the same period as the financial statements;

•

The financial statements were audited, and the auditor served as the
group auditor in that engagement;
Neither an adverse opinion or a disclaimer of opinion was issued on
the financial statements; and
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The SI will accompany the entity’s audited financial statements, or
such audited financial statements will be made readily available29 by
the entity.

4.134 The auditor’s responsibilities with regard to SI for which the auditor
is providing an “in relation to” opinion30 are provided in AU-C section 725. The
auditor should apply the following limited procedures to the SI, as required by
paragraphs .06–.07 of AU-C section 725:

•

•

Obtain the agreement of management that it acknowledges and
understands its responsibility

—

for the preparation of the SI in accordance with the applicable
criteria

—

to provide the auditor with the following written representations

•

that it acknowledges its responsibility for the presentation of the SI in accordance with the applicable criteria;

•

that it believes the SI, including its form and content, is
fairly presented in accordance with the applicable criteria;

•

that the methods of measurement or presentation have
not changed from those used in the prior period or, if the
methods of measurement or presentation have changed,
the reasons for such changes;

•

about any significant assumptions or interpretations underlying the measurement or presentation of the SI; and

•

that when the SI is not presented with the audited
financial statements, management will make the audited
financial statements readily available to the intended
users of the SI no later than the date of issuance by the
entity of the SI and the auditor’s report thereon.

—

to include the auditor’s report on the SI in any document
containing the SI and that indicates the auditor reported on
such SI.

—

to present the SI with the audited financial statements or, if the
SI will not be presented with the audited financial statements,
to make the audited financial statements readily available to
the intended users of the SI no later than the date of issuance
by the entity of the SI and the auditor’s report thereon.

In addition to the procedures performed during the audit of the
financial statements, in order to opine on whether the SI is fairly
stated, in all material respects, in relation to the financial statements
as a whole, the auditor should perform the following procedures using
the same materiality level used in the audit of the financial statements (paragraph 4.72 describes the auditor’s determination of a

29
Audited financial statements are deemed to be readily available if a third party user can
obtain the audited financial statements without any further action by the entity (for example,
posted on the entity’s website but not being available upon request).
30
Unless the auditor is engaged to audit the SI as further described in paragraphs
4.132–.134, SI is considered unaudited, even though GAAS require the auditor to perform
specific procedures, as discussed in this section of this chapter, and to report on the information,
as discussed in chapter 14.
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materiality level for the financial statements, taken as a whole, in the
context of a governmental audit):

—

Inquire of management about the purpose of the SI and the
criteria used by management to prepare the SI, such as an
applicable financial reporting framework, criteria established
by a regulator, contractual agreement, or other requirement;

—

Determine whether the form and content of the SI complies
with the applicable criteria;

—

Obtain an understanding about the methods of preparing the
SI and determine whether the methods of preparing the SI
have changed from those used in the prior period and, if the
methods have changed, the reasons for such changes;

—

Compare and reconcile the SI to the underlying accounting and
other records used in preparing the financial statements or to
the financial statements themselves;

—

Inquire of management about any significant assumptions or
interpretations underlying the measurement or presentation of
the SI;

—

Evaluate the appropriateness and completeness of the SI,
considering the results of the procedures performed and other
knowledge obtained during the audit of the financial statements; and

—

Obtain the preceding noted written representations from management.

Other Information
4.135 If the auditor is not engaged to issue an “in relation to” opinion
under AU-C section 725 on the “GASB defined” SI, then AU-C section 720
applies. OI, as defined by AU-C section 720, is financial and nonfinancial
information (other than the financial statements and the auditor’s report
thereon) that is included in a document containing audited financial statements and the auditor’s report thereon, excluding RSI. In a government
environment, OI typically includes information in the introductory and statistical sections of a CAFR. The objective of the auditor with respect to OI is to
respond appropriately when the auditor becomes aware that documents containing audited financial statements and the auditor’s report thereon include
OI that could undermine the credibility of those financial statements and the
auditor’s report. The auditor should apply the following limited procedures to
the OI, as required by paragraphs .06–.18 of AU-C section 720:

•

Read the OI of which the auditor is aware in order to identify
material inconsistencies, if any, with the audited financial statements.

•

Make appropriate arrangements with management or those charged
with governance to obtain the OI prior to the report release date. If
it is not possible to obtain all of the OI prior to the report release date,
the auditor should read such OI as soon as practicable.

•

Communicate with those charged with governance the auditor’s
responsibility with respect to the OI, any procedures performed
relating to the OI, and the results.
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When the auditor identifies a material inconsistency in the OI that
requires revision of the audited basic financial statements, the auditor requirements depend upon when the material inconsistency
was identified and management’s actions:

—

If identified prior to the report release date and management
makes the appropriate revision, the auditor’s opinion on the
financial statements would not be impacted.

—

If identified prior to the report release date and management
refuses to make the appropriate revision, the auditor should
modify the auditor’s financial statement opinion in accordance
with AU-C section 700.

—

If identified subsequent to the report release date, the auditor
should apply the relevant requirements in AU-C section 560,
Subsequent Events and Subsequently Discovered Facts (AICPA,
Professional Standards).

When the auditor identifies a material inconsistency in OI that
requires revision of the OI, the auditor requirements depend upon
when the material inconsistency was identified and management’s
actions. If a material inconsistency is identified prior to the report
release date and management refuses to make the appropriate
revision, the auditor should communicate this matter to those charged
with governance and

—

include in the auditor’s report on the audited financial statements an other-matter paragraph describing the material inconsistency, in accordance with paragraph .12 of AU-C section
720;

—
—

withhold the auditor’s report; or

—

when the auditor identifies a material inconsistency in the OI
subsequent to the report release date and management agrees
to make the appropriate revision, the auditor should carry out
the procedures necessary under the circumstances.

when withdrawal is possible under applicable law or regulation, withdraw from the engagement. (In audits of governmental entities, withdrawal from the engagement or withholding
the auditor’s report may not be options. In such cases, the
auditor may issue a report to those charged with governance
and the appropriate statutory body, if applicable, giving details
of the inconsistency.)

•

If a material inconsistency is identified subsequent to the report
release date and management refuses to make the appropriate
revision, the auditor should notify those charged with governance of
the auditor’s concerns regarding the OI and take any further appropriate action, such as obtaining advice from the auditor’s legal
counsel.

•

If the auditor becomes aware of an apparent material misstatement
of fact in the OI, the auditor should discuss the matter with management. After such discussions, if the auditor still considers that
there is an apparent material misstatement of fact, the auditor
should request management to consult with a qualified third party,
such as the government’s legal counsel, and the auditor should
consider the advice received by the government in determining
whether such matter is a material misstatement of fact. When the
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auditor concludes there is a material misstatement of fact that
management refuses to correct, the auditor should notify those
charged with governance of the auditor’s concerns regarding the OI
and take any further appropriate action.
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Appendix A — Consideration of Fraud in a Financial
Statement Audit
A-1 AU-C section 240, Consideration of Fraud in a Financial Statement Audit
(AICPA, Professional Standards), is the primary source of authoritative guidance about an auditor’s responsibilities concerning the consideration of fraud
in a financial statement audit. AU-C section 240 establishes standards and
provides guidance to auditors in fulfilling their responsibility to plan and
perform the audit to obtain reasonable assurance about whether the financial
statements as a whole are free from material misstatement, whether due to
fraud or error as stated in paragraph .12 of AU-C section 200, Overall Objectives
of the Independent Auditor and the Conduct of an Audit in Accordance With
Generally Accepted Auditing Standards (AICPA, Professional Standards). This
responsibility should be applied based on opinion units. (See the discussion of
the concept of opinion units in planning, performing, evaluating the results of,
and reporting on governmental audits in this chapter and chapter 13, “Concluding the Audit,” and chapter 14, “Audit Reporting.”)
A-2 The following two types of misstatements are relevant to the auditor’s
consideration of fraud in a financial statement audit:

•
•

Misstatements arising from fraudulent financial reporting
Misstatements arising from misappropriation of assets

A-3 Three conditions generally are present when fraud occurs. First, management or other employees have an incentive or are under pressure, which
provides a reason to commit fraud. Second, circumstances exist—for example,
the absence of controls, ineffective controls, or the ability of management to
override controls—that provide an opportunity for a fraud to be perpetrated.
Third, those involved are able to rationalize committing a fraudulent act.

The Importance of Exercising Professional Skepticism
A-4 Because of the characteristics of fraud, the auditor’s exercise of professional skepticism is important when considering the risk of material misstatement due to fraud. Professional skepticism is an attitude that includes a
questioning mind and a critical assessment of audit evidence. The auditor
should maintain professional skepticism throughout the audit, recognizing the
possibility that a material misstatement due to fraud could exist, notwithstanding the auditor’s past experience of the honesty and integrity of the
government’s management and those charged with governance. Furthermore,
professional skepticism requires an ongoing questioning of whether the information and evidence obtained suggests that a material misstatement due to
fraud has occurred.
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Discussion Among Engagement Personnel Regarding the Risks of
Material Misstatement Due to Fraud1
A-5 Members of the audit team should discuss the potential for material
misstatement due to fraud in accordance with the requirements of paragraph
.15 of AU-C section 240. The discussion among the audit team members about
the susceptibility of the entity’s financial statements to material misstatement
due to fraud should occur setting aside beliefs that the engagement team
members may have that management and those charged with governance are
honest and have integrity, and should, in particular, also address

•

a consideration of the known external and internal factors affecting
the entity that might create incentives/pressures for management or
others to commit fraud, provide the opportunity for fraud to be
perpetrated, and indicate a culture or environment that enables
management or others to rationalize committing fraud;

•
•

the risk of management override of controls;
consideration of circumstances that might be indicative of earnings
management or manipulation of other financial measures and the
practices that might be followed by management to manage earnings
or other financial measures that could lead to fraudulent reporting;

•

the importance of maintaining professional skepticism throughout
the audit regarding the potential for material misstatement due to
fraud; and

•

how the auditor might respond to the susceptibility of the entity’s
financial statements to material misstatements due to fraud.

Communication among the audit team members about the risks of material
misstatement due to fraud also should continue throughout the audit, particularly upon discovery of new facts.
A-6 The following are potential fraud risk factors specific to or significant for
state and local governments. The risk factors generally relate to misstatements
arising from fraudulent financial reporting.2 This listing does not include all
government-specific fraud factors, and does not list many fraud factors that
might exist in any entity, governmental or nongovernmental (such as adverse
relationships between the entity and employees with access to cash or other
assets susceptible to theft, and deficient internal control resulting from inadequate monitoring).
A. Incentives/Pressures

•

There are or are expected to be laws or regulations that limit
resources.

•
•

The entity is subject to unfunded mandates from other governments.

•

The entity is subject to public pressure to provide more services with
fewer dollars.
There have been or are expected to be funding cuts from grantors and
other resource providers.

1
The brainstorming session to discuss the entity’s susceptibility to material misstatements
due to fraud could be held concurrently with the brainstorming session required under AU-C
section 315, Understanding the Entity and Its Environment and Assessing the Risks of Material
Misstatement (AICPA, Professional Standards), to discuss the potential of the risks of material
misstatement.
2
Items marked (*) relate to misstatements arising from misappropriation of assets.
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•

The entity has major taxpayers with declining financial condition or
position.

•
•
•

The entity has a declining property or other tax base.
The entity is experiencing a declining demand for services.
The entity’s investment values have been negatively affected by the
market.

•

The entity uses high-risk or exotic investments to maintain or
increase investment income.

•
•
•

The entity has a significant need to obtain debt financing.
The entity uses complex or “innovative” financing mechanisms.
The entity is unable to generate sufficient cash flows to cover
expenditures.

•

The entity is experiencing rapid growth, unusual budget growth, or
unusual budget surpluses, especially compared to other, similar
entities.

•

There is substantial political pressure on management creating an
undue concern about reporting positive financial accomplishments.

•

Investment analysts, institutional investors, significant creditors,
donors, or other external parties have unduly aggressive or unrealistic expectations about financial position or performance, budget
results, or program achievements. (Those expectations might have
been created by management in, for example, overly optimistic press
releases or annual report messages.)

•

The entity’s financial position or performance is close to violating
debt covenants.

•
•

Net position is a deficit, while fund balances are positive.

•

The entity is having difficulty developing a balanced budget for the
next fiscal year due to either anticipated revenue shortfalls or
projected excessive expenditures.
Management expects adverse consequences on significant pending
transactions, such as a grant or contract award or modification, if it
reports poor financial or program performance.

B. Opportunities

•
•

Those charged with governance are inexperienced or unqualified.
Those charged with governance accept management’s recommendations and actions without inquiry or debate.

•

The entity is subject to complex or frequently changing accounting
requirements.

•

The entity has financially significant transactions for which there are
no or unclear generally accepted accounting principles.

•

The entity makes excessive use of separate funds, internal service
funds, or interfund and internal activity.

•

There is a high incidence of patronage employment in positions with
significant authority or responsibilities.

•

There have been or are expected to be changes in entity management
or governing body composition.
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•
•
•
•

The entity lacks a formal budgeting or planning process.
The budget is not prepared by the appropriate level of management
or is prepared without the input of employees who have a thorough
understanding of the budgetary aspects of the entity’s activities.
Budgets are modified after year end to reflect actual results.
There is uncontrolled access to cash or cash equivalents, such as
parking meter receipts and benefit vouchers.(*)

•

The entity does not require personnel to provide appropriate documentation for regular time, overtime, or vacation and sick leave time
taken.(*)

•

The entity awards financially significant contracts without competitive bids, or without due consideration of vendor qualifications.(*)

•

The entity gives departmental or agency directors authority to expend certain monies outside of the budgetary process.(*)

•

Assets that do not qualify for capitalization for financial reporting
purposes are not being marked with identification tags, listed on
asset inventory records, or subject to periodic physical inspections or
other physical safeguards.(*)

C. Attitude/Rationalization

•

There is an excessive interest by management in meeting or exceeding budgetary targets; maintaining a predetermined level of fund
balance, f or net position; meeting debt covenant requirements; or
maintaining or improving bond ratings.

•

Those charged with governance or management do not support public
accountability or programmatic efficiencies.

•

Those charged with governance or management display a significant
disregard for regulatory, legal, or oversight requirements or for
federal, state or other regulatory authorities.

•

Management has not engaged reputable professional third parties
appropriate to the entity’s needs, such as attorneys, investment
bankers, actuaries, appraisers, financial advisers, and bond counsel.

•

Management displays an attitude of (or there is analytical evidence
of) the view that funds must be spent on a “use or lose” basis in order
to sustain future funding levels.

•

Management fails to effectively follow up on questions about financial position, financial performance, or budget variances.

Obtaining the Information Needed to Identify the Risks of Material
Misstatement Due to Fraud
A-7 AU-C section 315, Understanding the Entity and Its Environment and
Assessing the Risks of Material Misstatement (AICPA, Professional Standards),
establishes standards and provides guidance about how the auditor obtains an
understanding of the entity and its environment, including its internal control
for the purpose of assessing the risks of material misstatement. In performing
that work, information may come to the auditor’s attention that should be
considered in identifying risks of material misstatement due to fraud. As part
of this work, the auditor should perform the following procedures to obtain
information that is used to identify the risks of material misstatement due to
fraud (as described in paragraphs .17–.23 of AU-C section 240):
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a. Make inquiries of management, those charged with governance
(unless all are involved in managing the entity), and others within
the entity3 to obtain their views about the risks of fraud and how they
are addressed and whether they have knowledge of any actual,
suspected, or alleged fraud affecting the government. (See paragraphs .17–.21 of AU-C section 240.)
b. Evaluate any unusual or unexpected relationships that have been
identified in performing analytical procedures as part of risk assessment procedures. (See paragraph .22 of AU-C section 240.)
c. Consider whether one or more fraud risk factors exist. (See paragraphs .24 and .A28–.A31 and the appendix of AU-C section 240.)
d. Consider other information that may be helpful in the identification
of risks of material misstatement due to fraud. (See paragraph .23 of
AU-C section 240.)
A-8 In performing risk assessment procedures, the auditor also should perform
analytical procedures relating to revenue with the objective of identifying
unusual or unexpected relationships involving revenue accounts that may
indicate a material misstatement due to fraudulent financial reporting.4, 5 For
example, in state and local government, the following unusual or unexpected
relationships relating to revenue may indicate a material misstatement due to
fraud:

•

Actual revenues at significant variance from originally budgeted
revenues

•

Actual revenues at significant variance from prior-period actual
revenues, without similar changes in the revenue base or rates

•

A significant increase in actual revenues over those of the prior
period that is just enough to keep the government from reporting
annual or accumulated fund balance, or net position deficit, or from
violating debt covenants

•

Large “miscellaneous” or “one-shot” revenues

3
Others within the entity include the audit committee or others with equivalent authority
and responsibility. If a government does not have an audit committee, others with equivalent
authority and responsibility may include the governing board, such as a city council or a school
board. In AU-C section 240, Consideration of Fraud in a Financial Statement Audit (AICPA,
Professional Standards), and the remainder of this appendix, the term audit committee
encompasses others with authority and responsibility equivalent to an audit committee.
4
In government, the reference to revenues would encompass all resource inflows, even if
reported as other financing sources, additions, special and extraordinary items, and so forth.
5
Some auditors believe that, in government, there is a greater risk of material misstatement due to fraudulent financial reporting arising from misstated expenses or expenditures
than from misstated revenues. That is, they believe that the nature of governmental transactions and governmental financial reporting leads to a higher likelihood that expenses or
expenditures (rather than revenues) will be misstated. For example, a government’s management might intentionally misstate expenses or expenditures for compensated absences, claims
and judgments, or other postemployment benefits. AU-C section 240 provides requirements and
guidance to address the risks of material misstatement of expenses or expenditures. However,
even if the auditor perceives greater risks relating to misstated expenses or expenditures than
to misstated revenues, paragraph .26 of AU-C section 240 continues to require the auditor
ordinarily to presume a risk of material misstatement due to fraud relating to revenue
recognition. (See paragraph A-12.) If the auditor does not identify improper revenue recognition
as a risk of material misstatement due to fraud in a particular circumstance, paragraph .46 of
AU-C section 240 requires the auditor to include the reasons supporting that conclusion in the
audit documentation.
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•

Resources received in advance and deferred inflows of resources at
significant variance from the prior-period

•

Revenue from sales of assets without a similar reduction in the asset
accounts

•
•

Investment income that is contrary to market conditions
Expenditure-driven grant revenue without offsetting grant expenditures

Considering Fraud Risk Factors
A-9 As indicated in paragraph A-7c, the auditor may identify events or conditions that indicate incentives/pressures to perpetrate fraud, opportunities to
carry out the fraud, or attitudes/rationalizations to justify a fraudulent action.
Such events or conditions are referred to as fraud risk factors. Fraud risk
factors do not necessarily indicate the existence of fraud; however, they often
are present in circumstances where fraud exists.
A-10 AU-C section 240 provides fraud risk factor examples that have been
written to apply to most enterprises. Paragraph A-6 lists examples of state and
local government-specific fraud risk factors and other conditions that may
indicate the presence of a material misstatement due to fraud. Remember that
fraud risk factors are only one of several sources of information an auditor
considers when identifying and assessing risks of material misstatement due
to fraud.

Identifying Risks That May Result in a Material Misstatement Due
to Fraud6
A-11 In identifying risks of material misstatement due to fraud, it is helpful for
the auditor to consider the information that has been gathered in accordance
with the requirements of paragraphs .25–.27 of AU-C section 240. The auditor’s
identification of fraud risks may be influenced by characteristics such as the
size, complexity, and ownership attributes of the entity. In addition, the auditor
should evaluate whether identified risks of material misstatement due to fraud
can be related to specific financial-statement account balances or classes of
transactions and related assertions, or whether they relate more pervasively to
the financial statements as a whole. Certain accounts, classes of transactions,
and assertions that have high inherent risk because they involve a high degree
of management judgment and subjectivity also may present risks of material
misstatement due to fraud because they are susceptible to manipulation by
management. In state and local government, such accounts, classes of transactions, and assertions may include, but not necessarily be limited to, the
following:

•

The valuation of investments for which there is no marketestablished fair value

•
•
•

The valuation of receivable allowances
The valuation of excessive or obsolete supplies inventory
Long-outstanding interfund receivables or payables, which may not
represent valid rights and obligations

6
AU-C section 315 requires the auditor to identify and assess the risks of material
misstatement at the financial statement level and at the relevant assertion level related to
classes of transactions, account balances, and disclosures. See paragraph .26 of AU-C section
315.
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•

The valuation of the recourse liability for receivables sold with
recourse

•

The valuation of liabilities for compensated absences, claims and
judgments (including risk financing liabilities), termination benefits,
pension benefits, other postemployment benefits (OPEB), pollution
remediation liabilities, and landfill closure and postclosure care costs

•

The amount at which a net pension benefit obligation (asset) or net
OPEB obligation (asset) is disclosed

•
•
•

The existence of restrictions on net position
The classification of revenues as program versus general
The classification of interfund and internal activity and balances,
including elimination of allocated expenses

•

Depreciation on capital assets, where applicable, especially those
with long useful lives

•

The classification of capital assets as land versus land improvements
versus infrastructure assets, thus affecting classification and allocation of costs

•

The status of specific conditions related to internally generated
intangible assets that could affect the classification of such as capital
assets versus expenses

Improper Revenue Recognition
A-12 Material misstatements due to fraudulent financial reporting often result
from an overstatement of revenues (for example, through premature revenue
recognition or recording fictitious revenues) or an understatement of revenues
(for example, through improperly shifting revenues to a later period).7 Therefore, the auditor should ordinarily presume that there is a risk of material
misstatement due to fraud relating to revenue recognition (See paragraphs .26
and .A33–.A35 of AU-C section 240.) For example, a state or local government’s
management might intentionally

7

•

recognize significant revenues on a cash, rather than on a modified
accrual or accrual basis.

•
•

overstate or understate the allowance for uncollectible receivables.
delay recognition of revenue for protested taxes until the protest has
run its course.

•

net revenues against expenses or expenditures when no right of offset
exists.

•

fail to net revenue against expenses or expenditures, for example, for
insurance recoveries received in the same year as an impairment
loss.

•

recognize revenue from derived taxes based on cash receipt rather
than the underlying economic event.

•

recognize revenue from government-mandated or voluntary nonexchange transactions without proper consideration for the eligibility
requirements.

•

recognize revenue, for example, for a legal judgment, before the
amount is realizable.

See footnote 5 in this appendix.
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Risk of Management Override
A-13 Even if specific risks of material misstatement due to fraud are not
identified by the auditor, there is a possibility that management override of
controls could occur, and accordingly, the auditor should address that risk (see
paragraph .31 of AU-C section 240) apart from any conclusions regarding the
existence of more specifically identifiable risks. Specifically, the procedures
described in paragraph .32 of AU-C section 240 should be performed to further
address the risk of management override of controls. These procedures include
(1) testing journal entries and other adjustments for evidence of possible
material misstatement due to fraud, (2) reviewing accounting estimates for
biases that could result in material misstatement due to fraud, and (3) evaluating the business rationale for significant unusual transactions.

Key Estimates
A-14 In state and local government, key estimates involve investments with no
market-established fair value or with permanent impairments, derivative
transactions, uncollectible taxes receivable, the useful lives of capital assets
that are depreciated, obligations for compensated absences, claims and judgments, termination benefits, landfill closure and postclosure care costs, pension
benefits, postemployment benefits other than pensions and pollution remediation obligations.

Assessing the Identified Risks After Taking Into Account an Evaluation
of the Entity’s Programs and Controls That Address the Risks
A-15 Paragraphs .27 and .A36–.A37 of AU-C section 240 provide requirements
and guidance concerning an entity’s programs and controls that address
identified risks of material misstatement due to fraud. Examples of programs
and controls that auditors might find in state and local government include

•
•

public disclosure of the entity’s code of conduct.
a competitive bidding process that rewards potential vendors that
have fraud programs.

•

a toll-free tip line for the public and employees to report suspected
fraud.

•

a process for checking whether job applicants have arrest records and
for making periodic checks to see whether current personnel have
arrest records.

•

requirements that, periodically, employees and governing body officials disclose conflicts of interest and other exceptions to the code of
conduct.

•
•

periodic and random reviews by a certified fraud examiner.
termination of employees found to have committed fraud.

A-16 The auditor should consider whether such programs and controls mitigate the identified risks of material misstatement due to fraud or whether
specific control deficiencies exacerbate the risks. After the auditor has evaluated whether the entity’s programs and controls have been suitably designed
and placed in operation, the auditor should assess these risks taking into
account that evaluation. This assessment should be considered when developing the auditor’s response to the identified risks of material misstatement due
to fraud.
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Responding to the Results of the Assessment

8

A-17 Paragraphs .28–.33 of AU-C section 240 provide requirements and guidance about an auditor’s response to the results of the assessment of the risks
of material misstatement due to fraud. The auditor responds to risks of material
misstatement due to fraud in the following three ways:
a. A response that has an overall effect on how the audit is conducted—
that is, a response involving more general considerations apart from
the specific procedures otherwise planned (see paragraph .28–.29 of
AU-C section 240).
b. A response to identified risks involving the nature, timing, and extent
of the auditing procedures to be performed (see paragraph .30 of
AU-C section 240). For example, in state and local government, the
auditor might
i. confirm transaction details with other governments (for example, for grants and tax collections) pertaining to year-end
cut-offs.
ii. perform additional inquiries and other procedures on the collectibility of interfund receivables, particularly large, continuing balances.
iii. select larger sample sizes when examining write-offs of uncollectible taxes and other receivables.
iv. perform detailed analysis of investment income by type of
investment and time period.
v. use firm or independent specialists to recalculate certain estimates, such as liabilities for pollution remediation obligations
and landfill closure and postclosure care costs.
vi. confirm compensated absences balances with employees.
vii. observe capital assets that do not qualify for capitalization for
financial reporting purposes.
viii. scan accounting entries for unusual items.
ix. count cash collections on a surprise basis during the year.
c. A response involving the performance of certain procedures to further address the risk of material misstatement due to fraud involving
management override of controls, given the unpredictable ways in
which such override could occur (see paragraph .31–.32 of AU-C
section 240).

Evaluating Audit Evidence
A-18 Paragraphs .34–.37 of AU-C section 240 provide requirements and guidance for evaluating audit evidence. The auditor should evaluate whether
analytical procedures that were performed as substantive tests or when forming an overall conclusion indicate a previously unrecognized risk of material
8
AU-C section 330, Performing Audit Procedures in Response to Assessed Risks and
Evaluating the Audit Evidence Obtained (AICPA, Professional Standards), requires the auditor
to determine overall responses and design and perform further audit procedures to respond to
the assessed risks of material misstatement at the financial statement and relevant assertion
levels in a financial statement audit. See paragraphs .05–.06 of AU-C section 330.
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misstatement due to fraud. Vague or implausible responses throughout the
audit to inquiries about analytical relationships or responses that have produced evidence that is inconsistent with other evidential matter accumulated
during the audit may indicate that the financial statements may contain a
material misstatement resulting from fraud.
A-19 At or near the completion of fieldwork, the auditor should evaluate
whether the accumulated results of auditing procedures and other observations
affect the assessment of the risks of material misstatement due to fraud made
earlier in the audit. As part of this evaluation, the auditor with final responsibility for the audit should ascertain that there has been appropriate communication with the other audit team members throughout the audit regarding
information or conditions indicative of risks of material misstatement due to
fraud.

Responding to Misstatements That May Be the Result of Fraud
A-20 When audit test results identify misstatements in the financial statements, the auditor should consider whether such misstatements may be indicative of fraud. See paragraphs .34–.37 of AU-C section 240 for requirements
and guidance about an auditor’s response to misstatements that may be the
result of fraud. If the auditor believes that misstatements are or may be the
result of fraud, but the effect of the misstatements is not material to the
financial statements of the affected opinion unit, the auditor nevertheless
should evaluate the implications, especially those dealing with the organizational position of the person(s) involved.
A-21 If the auditor believes that the misstatement is or may be the result of
fraud, and either has determined that the effect could be material to the
financial statements of the affected opinion unit or has been unable to evaluate
whether the effect is material, the auditor should
a. attempt to obtain additional audit evidence to determine whether
material fraud has occurred or is likely to have occurred, and, if so,
its effect on the financial statements and the auditor’s report thereon.9
b. consider the implications for other aspects of the audit (see paragraph .37 of AU-C section 240).
c. communicate the matter on a timely basis to the appropriate level of
management, that is at least one level above those involved, and with
senior management and the audit committee, to inform those with
primary responsibility for the prevention and detection of fraud of
matters relevant to their responsibilities10 (see paragraph .39 of
AU-C section 240).
d. if appropriate, suggest that the client consult with legal counsel.
A-22 The auditor’s consideration of the risks of material misstatement and the
results of audit tests may indicate such a significant risk of material misstatement due to fraud that the auditor should consider withdrawing from the
engagement, as permitted by applicable law or regulation, and communicating
the reasons for withdrawal to the audit committee or others with equivalent
9
See AU-C section 700, Forming an Opinion and Reporting on Financial Statements
(AICPA, Professional Standards), and AU-C section 705, Modifications to the Opinion in the
Independent Auditor’s Report (AICPA, Professional Standards), for guidance on auditors’
reports issued in connection with audits of financial statements.
10
If the auditor believes senior management may be involved, discussion of the matter
directly with the audit committee may be appropriate.
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authority and responsibility. The auditor may wish to consult with legal counsel
when considering withdrawal from an engagement.

Communicating About Possible Fraud to Management, the Audit
Committee, and Others
A-23 Whenever the auditor has determined that there is evidence that fraud
may exist, that matter should be brought to the attention of an appropriate
level of management. See paragraphs .39–.42 of AU-C section 240 for further
requirements and guidance about communications with management, the
audit committee, and others.11

Documenting the Auditor’s Consideration of Fraud
A-24 Paragraphs .43–.44 of AU-C section 240 requires certain items and events
to be documented by the auditor. Auditors should comply with those requirements.

Available Practical Guidance
A-25 The AICPA Guide to Fraud in Governmental and Not-for-Profit
Environments—Revised Edition provides a wealth of information and help on
complying with the provisions of AU-C section 240. That practice aid is an other
auditing publication as defined in AU-C section 200. Other auditing publications have no authoritative status; however, they may help the auditor understand and apply the generally accepted auditing standards.

11
Government Auditing Standards and OMB Circular A-133 also contain requirements for
reporting fraud and material abuse. See the AICPA Audit Guide Government Auditing
Standards and Circular A-133 Audits.
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Chapter 5

Financial Instruments
Nature of Financial Instruments
5.01 Governments have certain unique accounting and financial reporting
standards that apply to their financial instruments. This chapter addresses
those applicable to cash; investments;1 investment-related transactions, such
as reverse repurchase agreements and securities lending transactions; and
derivative instruments. Accounting and reporting standards related to cash,
investments, investment-related transactions, and derivative instruments arise
primarily from the following:

•

Government Accounting Standards Board (GASB) Statement No. 3,
Deposits with Financial Institutions, Investments (including Repurchase Agreements), and Reverse Repurchase Agreements

•

GASB Statement No. 9, Reporting Cash Flows of Proprietary and
Nonexpendable Trust Funds and Governmental Entities That Use
Proprietary Fund Accounting

•

GASB Statement No. 10, Accounting and Financial Reporting for
Risk Financing and Related Insurance Issues, as amended

•

GASB Statement No. 25, Financial Reporting for Defined Benefit
Pension Plans and Note Disclosures for Defined Contribution Plans,
as amended

•

GASB Statement No. 28, Accounting and Financial Reporting for
Securities Lending Transactions, as amended

•

GASB Statement No. 31, Accounting and Financial Reporting for
Certain Investments and for External Investment Pools, as amended

•

GASB Statement No. 32, Accounting and Financial Reporting for
Internal Revenue Code Section 457 Deferred Compensation Plans—a
recission of GASB Statement No. 2 and an amendment of GASB
Statement No. 31

•

GASB Statement No. 40, Deposit and Investment Risks Disclosures—an
amendment of GASB Statement No. 3, as amended

•

GASB Statement No. 43, Financial Reporting for Postemployment
Benefit Plans Other Than Pension Plans, as amended

•

GASB Statement No. 52, Land and Other Real Estate Held as
Investments by Endowments

•

GASB Statement No. 53, Accounting and Financial Reporting for
Derivative Instruments, as amended

•

GASB Statement No. 59, Financial Instruments Omnibus

1
Investments are securities and other assets acquired primarily for the purpose of
obtaining income or profit. Other than hedging derivative instruments (see paragraphs
5.61–.62), this chapter does not apply to securities or other assets if they are not held by the
government for investment purposes, either for the government itself or for parties for which
the government serves as investment manager or other fiduciary. Also see the Governmental
Accounting Standards Board (GASB) Comprehensive Implementation Guide (GASB Q&A) item
1.11.1, which discusses what the term securities encompasses.
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•

GASB Statement No. 62, Codification of Accounting and Financial
Reporting Guidance Contained in Pre-November 30, 1989 FASB and
AICPA Pronouncements, as amended

•

GASB Statement No. 64, Derivative Instruments: Application of
Hedge Accounting Termination Provisions—an amendment of GASB
Statement No. 53

•

GASB Interpretation No. 3, Financial Reporting for Reverse Repurchase Agreements—an interpretation of GASB Statement No. 3

•

GASB Comprehensive Implementation Guide (GASB Q&A) Chapters
1, “Disclosures Related to Deposits with Financial Institutions, Investments (including Repurchase Agreements), and Reverse Repurchase Agreements”; 2, “Cash Flows Reporting”; 5, “PensionsEmployer and Plan Accounting and Reporting”; 6, “Accounting and
Financial Reporting for Certain Investments and for External Investment Pools”; 8, “Postemployment Benefits Other Than PensionsEmployer and Plan Accounting and Reporting”; and 10, “Derivative
Instruments.”

5.02 Table 5-1 shows the GASB statements that establish investment
accounting standards for various governmental financial statements. The table
also indicates the paragraphs in this section that discuss additional investment
accounting guidance for those financial statements.
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Table 5-1
GASB Statements With Investment and
Derivative Instrument Accounting Standards
GASB Statement No.
Additional
Guidance

10

25

31

43

52

53

62

64

Government-wide

X

—

X

—

X

X

—

X

5.24, 5.65,
5.74

Governmental funds

—

—

X

—

—

—

—

—

5.24

Proprietary funds
(except funds that
represent public entity
risk pools—see the
section of this table
concerning specialpurpose entities)

—

—

X

—

X

X

—

—

5.24

Fiduciary funds (except
funds that represent
governmental external
investment pools and
defined benefit and
defined contribution
pension plans, and
OPEB plans subject to
GASB Statement No.
43—see the section of
this table concerning
special-purpose
entities)

—

—

X

—

X

X

—

X

—

—

Special-purpose
entities
Public entity risk pools

X

—

X

—

—

X

—

—

5.24

Governmental external
investment pools

—

—

X

—

—

X

—

—

5.24,
12.66–.67

Public employee
retirement systems
(defined benefit and
defined contribution
pension plans)

—

X

X

X

—

X

—

X

—

Other post employment
benefit plans

—

X

—

X

—

X

—

X

—

Colleges and
universities

—

—

X

—

X

X

—

—

—
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5.03 This chapter discusses the accounting and financial reporting as well
as the auditing considerations related to financial instruments. “Part One—
Cash, Investments, and Investment-Related Transactions” of this chapter addresses accounting and financial reporting of cash, investments (other than
derivative instruments), investment-related transactions (repurchase agreements), and securities lending transactions and the related audit considerations. “Part Two—Derivative Instruments” of this chapter discusses accounting and financial reporting of derivative instruments and the related audit
considerations.
5.04 Although this chapter discusses cash, investments, and investmentrelated transactions in some detail, derivatives are discussed at a very high
level and in the context of risk management as well as investments. See
paragraphs 5.20–.26 for general information related to accounting for cash,
investments, and investment-related transactions. Detailed information related to accounting for derivative instruments can be found in paragraphs
5.71–.77.

Part One—Cash, Investments, and Investment-Related
Transactions
Nature of Transactions
Deposit and Investment Risk
5.05 Like any entity, when a government places deposits with a financial
institution or invests to earn a return, it exposes those amounts to risk—the
probability or possibility of loss. Many of GASB’s cash and investment note
disclosure standards are based on the objective of providing information about
the risks of potential loss of resources. Three primary types of deposit and
investment risks underlie those disclosure standards—credit, interest rate, and
foreign currency risk:

•

Credit risk. The risk that an issuer or other counterparty to a
financial instrument will not fulfill its obligations. In addition to the
credit quality of the issuer of debt securities, credit risk includes
concentrations of credit risk and custodial credit risk, as follows:

—

Concentrations of credit risk. The risk of loss attributed to the
magnitude of a government’s investment in a single issuer.

—

Custodial credit risk. For deposits, the risk that, in the event of
the failure of a depository financial institution, a government
will not be able to recover deposits or will not be able to recover
collateral securities that are in the possession of an outside
party. For investments, the risk that, in the event of the failure
of the counterparty to a transaction, a government will not be
able to recover the value of investment or collateral securities
that are in the possession of an outside party.

•

Interest rate risk. The risk that changes in interest rates will adversely affect the fair value of a government’s financial instruments
or its cash flows.

•

Foreign currency risk. The risk that changes in exchange rates will
adversely affect the cash flows or fair value of an investment, deposit,
or transaction.
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Compliance Requirements and Deposit and Investment Policies
5.06 Governments usually have extensive legal and contractual provisions relating to their cash, investments, and investment-related transactions
that often differ for different funds and different objectives (like risk management versus investment). Those requirements usually involve the types and
terms of investments and investment-related transactions a government may
use (see paragraphs 5.07–.08), the counterparties with which it may conduct
business, and the collateral it should obtain on depository accounts (see
paragraph 5.09). Compliance requirements also arise from Internal Revenue
Code (IRC) and U.S. Treasury regulations on the amount of investment income
a government may earn on proceeds from tax-exempt debt without having to
rebate excess earnings to the federal government, known as arbitrage requirements. Paragraph 5.10 discusses arbitrage requirements.
5.07 Governments establish deposit and investment policies based on
compliance requirements and other considerations (such as cash-flow needs),
and often document those policies in writing and have them approved by the
governing board.2 Those policies often establish stated or implied investment
objectives that include safety, liquidity, and yield. To help management adhere
to those objectives, investment policies often list, among other things, the types
and terms of investments that are permitted or prohibited. Some funds, such
as pension trust and permanent funds, may have a higher risk tolerance, and
thus be authorized to invest in debt securities with a lower credit rating or a
longer term to maturity than other funds, such as the general fund, where
liquidity requirements require a lower risk tolerance. For some funds, again
such as pension trust and permanent funds, compliance requirements and
investment policies may establish a “prudent person rule” rather than a “legal
list” of permitted or prohibited investment types and terms.
5.08 Governments sometimes invest in sophisticated investments, including derivative instruments which are discussed in “Part Two—Derivative
Instruments” of this chapter. Other sophisticated investments include structured financial instruments, such as mortgage-backed securities. At times, the
use of derivative instrument investments or other sophisticated investments
may be inconsistent with a particular government’s compliance requirements,
investment policies, or investment objectives.

Collateralization of Deposits
5.09 Legal provisions often require financial institutions to collateralize
governments’ cash deposits when they exceed the amount of depository insurance. Those legal provisions usually specify the type and ratio or dollar amount
of collateral that is required. That collateral protects governmental deposits
against the financial failure of an institution. Individual financial institutions
2
Paragraph 41 in the nonauthoritative “Basis for Conclusions” of GASB Statement No. 40,
Deposit and Investment Risks Disclosures—an amendment of GASB Statement No. 3, states
that “the Board has not specifically defined deposit or investment policy. However, the Board
expects for the purposes of this statement that a deposit or investment policy is one that has
been formally adopted and limits a government’s allowable deposits or investments.” GASB
Q&A item 1.5.1 states that an investment policy may be formally adopted through legal or
contractual provisions or by other means, usually by the governing board. As discussed in
paragraph 5.40 and paragraph 5.69, respectively, governments should disclose deposit and
investment and derivative instrument policies related to the risks that GASB Statement Nos.
40 and 53, Accounting and Financial Reporting for Derivative Instruments, require be disclosed.
GASB Statement No. 40 does not require a government to establish deposit and investment
policies, but does require it to disclose when it does not have a deposit or investment policy that
addresses a specific type of risk to which it is exposed.
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in some states and groups of financial institutions in other states are permitted
to pledge collateral on a pooled basis to cover the combined accounts of all of
their governmental depositors. See GASB Statement No. 3, as amended, and
chapter 1 of the GASB Q&A for a discussion of common provisions and
management issues relating to the pledging of collateral on deposits.

Arbitrage Requirements
5.10 Arbitrage is the excess profit earned from investing the proceeds of
tax-exempt bonds in higher yielding taxable securities. Arbitrage requirements
arising from the IRC and U.S. Treasury regulations generally require governments to rebate the excess investment earnings to the federal government. For
this purpose, tax-exempt debt includes bonds and certain capital leases and
installment purchases. Arbitrage requirements provide guidance with respect
to various aspects of the calculation of an arbitrage rebate liability, including
certain exceptions that may apply if debt proceeds are spent rapidly enough and
for debt issuances under certain amounts. Excess earnings are required to be
rebated every five years or upon maturity of the bonds, whichever is earlier.
Governments generally should calculate the arbitrage liability annually to
determine whether it is material and thus should be reported in the financial
statements.

Internal Investment Pools
5.11 Governments commonly combine the cash and investments of several
funds to enhance investment opportunities, operating efficiency, and physical
custody and control. Those arrangements are known as internal investment
pools. In some cases, internal pooling of cash and investments is prohibited by
compliance requirements. For example, a bond indenture may prohibit combining the cash of a sinking fund with that of other funds. In other cases, the
use of an internal investment pool may not be possible because different types
of investments are authorized for different funds or because different funds
have different investment objectives. For example, a pension trust fund may be
able to enter into long-term investments whereas the general fund may not be.

Reverse Repurchase Agreements and Securities Lending
Transactions
5.12 As part of their investment programs, some governments enter into
reverse repurchase agreements and securities lending transactions. A reverse
repurchase agreement is an agreement in which a government transfers
securities to a broker-dealer or other entity for cash and simultaneously agrees
to repay the cash plus interest in exchange for the same securities or for
different securities in the future (see paragraph 5.47). A securities lending
transaction is an agreement in which a government transfers its securities to
a broker-dealer or other entity for collateral—which may be cash, securities, or
letters of credit—and simultaneously agrees to return the collateral for the
same securities in the future. Depending on the nature of the collateral, the
government may receive from or pay to the other party a fee for the securities
lending transaction (see paragraph 5.48).

Investment Arrangements, Including External Investment Pools
5.13 Governmental officials may conduct investment activity directly with
brokers or financial services companies, or they may use investment advisers
and managers to varying degrees. The approach used often is affected by the
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size and complexity of an entity’s portfolio and the knowledge and experience
of its investment personnel.
5.14 Governments often enter into cooperative investing agreements with
other governments, or they place their moneys with the officials of other
governments (such as state or county treasurers) for individual investing or for
pooled investing with moneys from other governments. Governments also
sometimes enter into agreements with nongovernmental investment managers
for pooled investing with other of the managers’ clients (for example, collateral
pools on securities lending transactions). Those cooperative or pooled investment arrangements are known as external investment pools; those sponsored by
individual state or local governments or jointly by more than one government
are known as governmental external investment pools.
5.15 A government’s relationships with investment counterparties usually are governed by written agreements that address appropriate matters,
including, for example, the types and terms of investments that are permissible;
the procedures for making investments; the procedures for the custody of the
evidence of the investment; and the fees to be paid for the services provided.
Also, agreements that govern external investment pools usually provide for the
manner in which income, losses, and expenses will be shared and the circumstances under which each participant may redeem or liquidate its interest in
the pool.

Records and Supporting Documentation
5.16 For internal control and accountability purposes, governments usually maintain detailed records and supporting documentation for their cash,
investments, and investment-related transactions. Some depository institutions do not return original canceled checks to their customers. Instead, they
may use substitute checks (paper reproductions of checks that include an image
of the front and back of the original check and that can be processed like an
original check). Substitute checks contain a legend reading: “This is a legal copy
of your check. You can use it the same way you would use the original check.”
The Check Clearing for the 21st Century Act (Public Law 108-100) states that
substitute checks have all the force and effect of the actual cleared check. Some
depository institutions also may use various methods of check imaging—
processes of returning images of canceled checks on, for example, microfiche,
compact disk, or other storage mediums. In some jurisdictions, compliance
requirements may not have kept up with such banking practices and instead
require the government to obtain and retain the original (or substitute)
canceled checks.
5.17 Some governments, especially small and special-purpose governments such as single-employer pension plans, may rely exclusively or almost
exclusively on investment managers to make investment decisions (within
established policies), conduct investment transactions, and arrange for custody
of investment securities. In those cases, the government may not maintain
detailed investment records or information beyond the summary information
provided to them by their investment manager or custodian.

Additional Information About Investments and Investment Risks
5.18 GASB’s investment standards, including GASB Statement No. 3, as
amended, GASB Statement No. 40, as amended, and the GASB Q&A describe
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the nature and types of many cash, investment, and investment-related transactions, including repurchase agreements, and the risks associated with them.
The AICPA’s Audit and Accounting Guide Depository and Lending Institutions:
Banks and Savings Institutions, Credit Unions, Finance Companies, and Mortgage Companies also discusses the nature of and risks associated with various
types of investments.3

Accounting and Financial Reporting Considerations—Cash,
Investments, and Investment-Related Transactions
5.19 GASB Statement No. 31, as amended, establishes standards related
to accounting and financial reporting for certain investments and external
investment pools. Other GASB standards provide specialized investment accounting and financial reporting standards for defined benefit pension plans,
other postemployment benefits (OPEB) plans subject to GASB Statement No.
43, reverse repurchase agreements, securities lending transactions, land and
other real estate held as investments by endowments, and insurance entities
(other than public entity risk pools). These specialized standards are discussed
later in this chapter in paragraphs 5.44–.48. In addition, GASB Statement No.
53 establishes accounting and financial reporting requirements for derivative
instruments which are discussed in “Part Two—Derivative Instruments” of this
chapter. GASB standards also provide specialized investment accounting and
financial reporting standards for governmental external investment pools; see
paragraph 5.43 and chapter 12, “Special Purpose and State Governments,” for
discussion of those standards. Table 5-1 shows the GASB statements that
establish investment accounting standards for various governmental financial
statements. The table also indicates the paragraphs in this section that discuss
additional investment accounting guidance for those financial statements.

Accounting
5.20 GASB Q&A item 6.28.1 states that investment transactions should
be accounted for based on the trade date. The trade date is the date on which
the government is exposed to (or released from) the rights and obligations of the
ownership of the instrument. Therefore, investment transactions should not be
accounted for based on the settlement date which is the date that the cash and
investment instrument are exchanged.
5.21 GASB standards require that governments report many of their
investments at fair value, but permit or require cost-based measures (including
the equity method) for certain investments and in certain circumstances. Fair
value is the amount at which a financial instrument could be exchanged in a
current transaction between willing parties, other than in a forced or liquidation sale. GASB Statement No. 31 paragraph 13 requires that all investment
income, including changes in the fair value of investments, be recognized as
inflows of resources (revenue). Interest income on investments reported at fair
value should be measured at the investment’s stated interest rate; any purchased premiums or discounts on such debt securities should not be amortized
or accreted to investment income.
3
This literature does not constitute category (b) accounting and financial reporting guidance for governmental entities because GASB did not clear it. See chapter 1, “Overview and
Introduction,” for a discussion of the hierarchy of generally accepted accounting principles
(GAAP) for state and local governments. Also, even though it is not applicable to governmental
entities, auditors may refer to it for specific auditing considerations relating to cash and
investments.
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5.22 For governments other than governmental external investment pools,
defined benefit pension plans, and other post employment benefit plans, GASB
Statement No. 31, as amended, generally requires investments with a readily
determinable fair value that are not accounted for using the equity method (as
described in GASB Statement No. 62 paragraph 203 (b)) to be reported at fair
value. Such investments include, (a) some interest-earning investment contracts, (b) external investment pools, (c) open-end mutual funds, (d) debt
securities, and (e) equity securities, option contracts, stock warrants, and stock
rights that have readily determinable fair values. However, one exception to fair
value involves certain money market investments and participating interestearning investment contracts, which may be reported at amortized cost. For
purposes of that exception, the money market investments and participating
interest-earning investment contracts should have a remaining maturity of one
year or less at time of purchase, and the fair value of those investments should
not be significantly affected by the impairment of the credit standing of the
issuer or by other factors. Nonparticipating interest-earning investment contracts should be reported using a cost-based measure. GASB Statement No. 31,
as amended, also provides guidance for reporting the fair value of investments
in securities that are subject to purchased put and written call option contracts.
5.23 GASB Statement No. 31, as amended, does not apply to investments
in equity securities that are accounted for under the equity method, as provided
for in paragraphs 202–210 of GASB Statement No. 62 or to investments in joint
ventures or component units as provided in GASB Statement No. 14, The
Financial Reporting Entity, as amended.
5.24 Other than investments that are within the scope of GASB Statement No. 31, as amended, and GASB Statement No. 52 (as it relates to
endowments held as permanent funds), GASB has not addressed the valuation
or recognition of investments reported in governmental funds. Governments
generally report those other governmental fund investments using cost-based
measures, which means that the investments are recorded at original cost when
acquired and that any purchased discount or premium from the investment’s
face or maturity value is accreted or amortized to investment income over the
life of the investment in a systematic and rational manner. Investment income
also is reported for realized gains and losses if those investments are sold at an
amount different from their carrying amount when the sale takes place.
However, if declines in the fair value of investments are reported using
cost-based measures, an unrealized loss may have to be recorded if the decline
is not due to a temporary condition. For example, a government’s liquidity needs
may require the sales of investments at losses after the reporting date. That
circumstance may represent a subsequent event that might be recognized in the
current-period financial statements.
5.25 GASB Statement No. 10, as amended, provides specific cost-based
guidance for reporting other investments held by public entity risk pools.
Additional guidance is included in chapter 3 of the GASB Q&A.
5.26 Despite the use of different bases of accounting in different financial
statements and fund categories, investment income arising from changes in fair
value is measured the same way under the accrual and modified accrual bases
of accounting. That is, inflows of resources (revenue) in governmental funds are
not modified for the “availability” criterion. Paragraph 57 in the nonauthoritative “Basis for Conclusions” of GASB Statement No. 31 states that “The Board
believes that governmental fund investments—and changes in the fair value of
those investments—are appropriately ‘available,’ thus meriting recognition
under the modified accrual basis of accounting.”
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Financial Statement Presentation
Financial Position Classifications
5.27 Each of a government’s funds, activities, and component units should
report its own cash and investments, including its equity position in internal
investment pools. GASB Q&A item 6.29.3 states that equity positions in
internal investment pools should be reported as, for example, “equity in cash
management pool,” “equity in internal investment pool,” “cash and cash equivalents,” or “investments.” It also sometimes is necessary to classify certain cash
and investments as restricted assets because their use is limited by legal or
contractual arrangements, such as debt covenants. (See the discussion of
restricted assets in chapter 2.
5.28 When one fund has overdrawn its share of an internal investment
pool, that fund should report an interfund liability to the fund that the
government’s management deems to have lent the amount to the overdrawn
fund.4 The fund deemed to have lent the amount should report an interfund
receivable from the borrowing fund. This treatment is unaffected by whether
the lending and borrowing funds are of the same or different fund types or
categories. However, in the economic resources measurement focus financial
statements, those interfund accounts should be eliminated as required for
internal balances by GASB Statement No. 34 paragraph 58. (See the discussion
of interfund eliminations in chapter 9, “Interfund, Internal, and Intra-Entity
Activity and Balances.”) If a cash account for the government is overdrawn in
total, the balance should be classified as a liability in the current financial
resources measurement focus (like governmental fund-level financial statements) and economic resources measurement focus (like proprietary and fiduciary fund level financial statements and government wide financial statements) financial statements.
5.29 Some governments consider their arbitrage rebate liability to be a
liability generated from an inflow of resources and adjust interest earnings for
the annual change in the liability. Other governments consider the arbitrage
rebate liability to be generated from an outflow of resources and adjust
expenses for the annual change in the liability. With the outflow or resourcesgenerated approach, expenditure recognition and liability reporting in the
governmental funds is subject to the modified accrual basis of accounting.
5.30 Agency funds may have negative cash balances because more cash
has been paid out than received. The funds also may have incurred more
liabilities than there are assets to pay them. If the government has a liability
to cover the shortages with amounts from other funds, an interfund receivable
should be reported in the agency funds for this amount.

Activity Statement Classifications
5.31 GASB Statement No. 31 paragraph 13 provides that when the change
in the fair value of investments is identified separately as an element of
investment income, it should be captioned “net increase (decrease) in the fair
value of investments.” For investments reported at fair value, realized gains
and losses should not be displayed separately from the net increase (decrease)
in the fair value of investments within the investment revenue classification on
the flow of resources statement (like statement of activities; statement of
4
Such overdrawn positions may represent instances of noncompliance if the government
has a prohibition against interfund borrowing.
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revenues, expenditures, and changes in fund balance; and statement of revenues, expenses, and changes in fund net position) financial statements; note
that disclosure of those realized gains and losses with certain prescribed
language is permitted. (Different display standards apply for defined benefit
pension plans and other post employment benefit plans as discussed later in
this chapter.)
5.32 GASB Q&A item 6.14.1 indicates that realized gains and losses and
the amortization of premiums and discounts may be reported for investments
that are reported using cost-based measures. If that is done, that Q&A item
states that the financial statements should clearly indicate that the presentation applies only to securities reported at amortized cost.
5.33 GASB Statement No. 31 paragraph 14, as amended, states that,
often, income from investments associated with one fund is assigned to another
fund because of legal or contractual provisions. In that situation, the accounting
treatment should be based on the specific language of the legal or contractual
provisions. If, however, the investment income is assigned to another fund for
other than legal or contractual reasons—for example, management decision—
the income should be recognized in the fund that reports the investments. The
transfer of that income to the recipient fund should be reported as an interfund
transfer.
5.34 GASB Statement No. 34 paragraph 51 provides that earnings on
endowments or permanent fund investments should be reported as program
revenues within the investment revenue classification on the flow of resources
statement (like statement of activities) if the earnings are restricted to one or
more programs specifically identified in the endowment or permanent fund
agreement or contract. It also states that investment earnings should be
reported as program revenues when legal restrictions require the earnings from
the investment of accumulated program resources to be used for that program.
If investment earnings do not meet either of those criteria, they should be
reported as general revenues. Item 7.37.3 of the GASB Q&A discusses how the
change in fair value of investments is classified as program or general revenues.
5.35 In proprietary funds, interest income generally is reported as nonoperating revenue on the flow of resources statement (like the statement of
revenues, expenses, and changes in fund net position). However, it should be
classified as operating revenue when it meets the definition of operating
revenue that is appropriate to the nature of the activity. For example, footnote
42 to GASB Statement No. 34 states that interest revenue should be reported
as operating revenue by a proprietary fund established to provide loans to
first-time homeowners. See the further discussion of the classification of
operating revenue in chapter 6.
5.36 As further discussed in chapter 2, GASB Statement No. 9, as amended,
requires a statement of cash flows for all proprietary funds and governments
that use proprietary fund accounting. The statement of cash flows should
explain the change during the period of all cash and cash equivalents, including
restricted cash and cash equivalents. Cash equivalents, which are defined in
GASB Statement No. 9 paragraph 9, generally are only those investments with
original maturities of three months or less from the date of purchase, although
not all investments that meet GASB’s definition of cash equivalents are
required to be treated as such. GASB Statement No. 9 paragraph 8 states that
the total amounts of cash and cash equivalents at the beginning and the end
of the period in the statement of cash flows should be easily traceable to
similarly titled items or subtotals shown in the financial position statements
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as of those dates. Additional details concerning those requirements are in
chapter 2 of the GASB Q&A.

Fund Classification—Individual Investment Accounts
5.37 Some governments provide individual investment accounts to other,
legally separate entities that are not part of the same financial reporting entity
by acquiring specific investments for those other entities. With individual
investment accounts, the investments’ income and value changes affect only the
entity for which the investments were acquired. GASB Statement No. 31
paragraph 20 states that governments that provide individual investment
accounts should report those investments in one or more separate investment
trust funds. The financial reporting for investment trust funds is described in
the chapter 12 section on governmental external investment pools.

Disclosures
5.38 GASB Statement No. 40 paragraph 4 states that unless otherwise
required, investment disclosures should be organized by investment type, such
as U.S. Treasuries, corporate bonds, or commercial paper. Dissimilar investments, such as U.S. Treasury bills and U.S. Treasury strips, should not be
aggregated into a single investment type. GASB Statement No. 40 paragraph
5 establishes the level of detail for making deposit and investment disclosures.
Those disclosures generally should be made for the primary government,
including its blended component units. Risk disclosures also should be made for
governmental and business-type activities, individual major funds, nonmajor
funds in the aggregate, or fiduciary fund types when the risk exposures are
significantly greater than the deposit and investment risks of the primary
government. Making disclosures for discretely presented component units is a
matter of professional judgment, as discussed in chapter 3, “The Financial
Reporting Entity.”
5.39 Deposit and investment disclosures should encompass the portfolio
positions of the entire primary government, including its fiduciary funds. That
is, the disclosures should not be limited to the portfolio positions reported in the
government-wide financial statements.5
5.40 GASB pronouncements require numerous disclosures about cash,
investments, and investment-related transactions. Among the required disclosures are the following:

•

The types of investments authorized by legal or contractual provisions (GASB Statement No. 3 paragraph 65, as amended)6

•

Deposit and investment policies related to the risks for which GASB
Statement No. 40, as amended requires disclosure (If a government
has no deposit or investment policy that addresses a specific type of
risk that it is exposed to, the disclosure should indicate that fact.)
(GASB Statement No. 40 paragraph 6)

5
For defined benefit pension plans and other postemployment benefit plans that issue a
stand alone report that is made publicly available, reduced disclosures are allowed in the
statements of the employer. See illustration 2 in both GASB Statement No. 25, Financial
Reporting for Postemployment Benefit Plans Other Than Pension Plans, as amended, and No.
43, Financial Reporting for Postemployment Benefit Plans Other Than Pension Plans, as
amended, for these reduced disclosures.
6
Disclosure is required for both the government’s investment policy and the statutory
investment authority. See GASB Q&A item 1.5.2 for additional information.
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•

Significant violations during the period of legal or contractual provisions for deposits and investments, and the actions taken to address such violations (GASB Statement No. 3 paragraph 66 and No.
38, Certain Financial Statement Note Disclosures, paragraph 9)

•

The accounting methods for investments (GASB Statement No. 31
paragraph 15)

•

The methods and significant assumptions used to estimate the fair
value of investments, if that fair value is based on other than quoted
market prices (GASB Statement No. 31 paragraph 15)

•

The credit quality ratings of investments in debt securities as described by nationally recognized statistical rating organizations—
rating agencies—as of the date of the financial statements. (This
disclosure does not apply to investments issued or explicitly guaranteed by the U.S. government, but does apply to investments in
external investment pools, money market funds, bond mutual funds,
and other pooled investments of fixed-income securities. If a credit
quality disclosure is required and the investment is unrated, the
disclosure should indicate that fact.) (GASB Statement No. 40 paragraph 7)

•

For deposits at the end of the period that are exposed to custodial
credit risk, the amount of those bank balances, the fact that the
balances are uninsured, and the basis on which the balances are
exposed to custodial credit risk (GASB Statement No. 40 paragraph
8) (See paragraph 5.41)

•

For investment securities, including securities underlying repurchase agreements, at the end of the period that are exposed to
custodial credit risk, the investment type, the reported amount, and
how the investments are held (This disclosure does not apply to
investments in external investment pools and in open-end mutual
funds or to securities underlying reverse repurchase agreements.)
(GASB Statement No. 40 paragraph 9) (See paragraph 5.41)

•

Investments in any one issuer, by amount and issuer, that represent
5 percent or more of total investments (This disclosure does not apply
to investments issued or explicitly guaranteed by the U.S. government or investments in mutual funds, external investment pools, or
other pooled investments.) (GASB Statement No. 40 paragraph 11)

•

Information about interest rate risk using one of the five methods
listed in paragraph 5.42. If a method requires an assumption regarding timing of cash flows, interest rate changes, or other factors
that affect interest rate risk information, that assumption should be
disclosed. This disclosure also applies to debt investment pools – such
as bond mutual funds and external bond investment pools - that do
not meet the definition of a 2a7-like pool. (GASB Statement No. 40
paragraphs 14–15 as amended)

•

The terms of debt investments that cause their fair values to be
highly sensitive to changes in interest rates, such as coupon multipliers, benchmark indexes, reset dates, and embedded options, to the
extent those terms are not considered in the interest rate risk
disclosure requirements of GASB Statement No. 40 paragraph 15
(GASB Statement No. 40 paragraphs 14 and 16)
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•

The U.S. dollar balances of deposits or investments exposed to foreign
currency risk, organized by currency denomination and, if applicable,
investment type (GASB Statement No. 40 paragraph 17)

•

Certain information about investments in external investment pools
(GASB Statement No. 31 paragraph 15)

•

Certain information about investments in common stock accounted
for using the equity method (GASB Statement No. 62 paragraph 210)

•

The assignment of investment income between funds (GASB Statement No. 31 paragraph 15)

•

The definition of cash and cash equivalents (GASB Statement No. 9
paragraph 11)

•

For reverse repurchase agreements, whether the maturities of investments made with the proceeds of reverse repurchase agreements
generally are matched to the maturities of the agreements, as well as
the extent of such matching (GASB Interpretation No. 3 paragraph
6)

•

For investments arising from securities lending activities, the authority for its securities lending activities and any violations, a
description of their securities lending activities, whether the maturities of investments made with invested collateral generally are
matched to the maturities of the securities loans, the extent of such
matching, the amount of credit risk assumed, and losses arising from
securities lending (GASB Statement No. 28 paragraphs 12–15)

•

Specific information relating to investment appreciation and income
available for spending on donor-restricted endowments (GASB Statement No. 34 paragraph 121)7

Chapters 1 and 6 of the GASB Q&A provide additional guidance on making the
required disclosures for cash and investments, and appendixes to those chapters provide nonauthoritative illustrations of some of these disclosures (chapter
10 of the GASB Q&A provides only additional guidance on accounting and
reporting derivative instruments in the financial statements).
5.41 The disclosure of custodial credit risk for deposits and investment
securities is perhaps the most unique of the government-specific disclosures for
cash and investments. GASB Statement No. 40 paragraphs 8–10 provide
standards for the custodial credit risk disclosure, and chapter 1 of the GASB
Q&A provides guidance. Deposits are exposed to custodial credit risk if they are
not covered by depository insurance and the deposits are (a) uncollateralized,
(b) collateralized with securities held by the pledging financial institution, or
(c) collateralized with securities held by the pledging financial institution’s
trust department or agent but not in the depositor-government’s name. Investment securities are exposed to custodial credit risk if the securities are
uninsured, are not registered in the name of the government, and are held by
either (a) the counterparty or (b) the counterparty’s trust department or agent
but not in the government’s name.
5.42 GASB Statement No. 40 paragraph 15, as amended, requires that
governments disclose information about interest rate risk using one of the
following five methods, which range from the simple to the complex: (a)
segmented time distribution, (b) specific identification, (c) weighted average
7
See the detailed discussion of spending policies on endowments in the college and
university section of chapter 12, “Special Purpose and State Governments.”
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maturity, (d) duration, and (e) simulation model. The nonauthoritative glossary
in paragraph 19 of GASB Statement No. 40 defines each of those methods.
GASB Statement No. 40 encourages governments to select the disclosure
method that is most consistent with the method they use to identify and
manage interest rate risk. However, governments that report debt investment
pools – such as bond mutual funds and external bond investment pools – that
do not meet the requirements to be reported as a 2a7-like pool should disclose
interest rate risk information according to one of these five methods as well.
GASB Q&A items 1.57.2 and 1.57.4 indicate that a government may choose to
use different methods to disclose interest rate risk among its various investment portfolios or funds in the same year. However, item 1.57.2 also states that
if a government chooses to use different methods from year to year, it should
disclose that as a change in accounting principle in accordance with paragraph
75 of GASB Statement No. 62.

Governmental External Investment Pools
5.43 Chapter 12 discusses the accounting and financial reporting standards for governmental external investment pools, including the standards
relating to investments. That chapter also discusses the accounting and financial reporting standards when those pools are included in the financial statements of the sponsoring government.

Defined Benefit Pension Plans and OPEB Plans Subject to GASB
Statement No. 43, As Amended
5.44 GASB Statement No. 25, as amended, establishes accounting and
financial reporting standards for investments held by defined benefit pension
plans. Those investments (except insurance contracts) should be reported at
fair value. GASB Statement No. 25, as amended, paragraph 24 provides that
unallocated insurance contracts may be reported at contract value; allocated
insurance contracts should be excluded from plan assets. The guidance in GASB
Statement No. 31, as amended, on measuring the fair value of certain investment types also applies to the investments of these plans. The investment
accounting and financial reporting standards established in GASB Statement
No. 43, as amended, for OPEB plans are virtually identical to those established
in GASB Statement No. 25, as amended.
5.45 GASB Statement No. 25 paragraph 29 and GASB Statement No. 43
paragraph 27 require the additions section of the statement of changes in plan
net position to include a separate category that displays net investment income,
including (a) the net appreciation (depreciation) in the fair value of plan
investments; (b) interest income, dividend income, and other income not included in item a; and (c) total investment expense, separately displayed,
including investment management and custodial fees and all other significant
investment-related costs. GASB Statement No. 25, as amended, paragraph 32
and GASB Statement No. 43 paragraph 30, require certain disclosures about
plan investments in addition to those required by other GASB standards and
discussed in paragraph 5.40. Additional guidance on defined benefit pension
plan investments is in chapter 5 of the GASB Q&A, and additional guidance on
plan investments for OPEB plans subject to GASB Statement No. 43 is in
chapter 8 of the GASB Q&A.
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Land and Other Real Estate Held as Investments by Endowments
5.46 GASB Statement No. 52 requires that land and other real estate held
by endowments as investments be accounted for at fair value with changes in
fair value reported in the appropriate change statements as investment income
or loss.

Reverse Repurchase Agreements
5.47 GASB Statement No. 3, as amended, includes accounting and financial reporting standards for reverse repurchase agreements. Yield maintenance
reverse repurchase agreements, which are defined in GASB Statement No. 3,
as amended, are accounted for as sales and purchases of securities. The assets
and liabilities arising from other reverse repurchase agreements are not netted
on the financial position statements. Rather, they are separately reported as
“investments” and “obligations under reverse repurchase agreements.” Similarly, the interest cost of those other agreements is reported as interest expense
or expenditure and not netted with interest earned on any related investments.
GASB Statement No. 3, as amended, also addresses the accounting for reverse
repurchase agreements when investing on a pooled basis. It also requires
various specific disclosures about the agreements, which are illustrated in a
nonauthoritative appendix to chapter 1 of the GASB Q&A.

Securities Lending Transactions
5.48 The accounting and financial reporting standards for securities lending transactions are in GASB Statement No. 28, as amended. Governmental
entities should report the securities lent as assets. Unless collateralized by
letters of credit or by securities that the government does not have the ability
to pledge or sell unless the borrower defaults, securities lending transactions
are reported as assets and liabilities on the financial position statements. For
example, cash received as collateral on securities lending transactions and
investments made with that cash should be reported as assets, and the
obligation to return that cash should be reported as a liability. Similarly, the
interest cost of those transactions is reported as interest expense or expenditure and not netted with related interest or other income. GASB Statement No.
28, as amended, also addresses the accounting for securities lending transactions when investing on a pooled basis and requires various specific disclosures
about the transactions, which are illustrated in a nonauthoritative appendix to
chapter 1 of the GASB Q&A. GASB Q&A 6.12.9 clarifies that the provisions of
GASB Statement No. 31, as amended, apply to the measurement of invested
collateral, such as investments in collateral investment pools and corporate
debt securities purchased with cash collateral.

Auditing Considerations — Cash, Investments, and InvestmentRelated Transactions
5.49 AU-C section 501, Audit Evidence—Specific Considerations for Selected Items (AICPA, Professional Standards), provides requirements and guidance for audits of a government’s investments and investment-related transactions including derivative instruments. See “Part Two—Derivative Instruments”
of this chapter for a discussion of derivative instruments and the auditor’s
responsibilities related thereto.

AAG-SLV 5.46

Financial Instruments

143

5.50 If a governmental entity uses service organizations to make investment decisions, conduct investment transactions, arrange for custody of investment securities, or maintain investment accounting records, AU-C section
402, Audit Considerations Relating to an Entity Using a Service Organization
(AICPA, Professional Standards), provides requirements and guidance on the
factors auditors (referred to as user auditors) should consider when auditing
financial statements of an entity that uses a service organization to process
transactions. As an aside, AT section 801, Reporting on Controls at a Service
Organization (AICPA, Professional Standards), and the AICPA Guide Service
Organizations—Applying SSAE No. 16, Reporting on Controls at a Service
Organization (SOC 1) provide guidance for independent auditors (service
auditors) who issue reports on processing of transactions by services organizations for use by other auditors. Further, governments may use management’s
specialists, including their investment service organizations, to determine fair
value measurements for investments and provide specialized reports for deposit and investment risk disclosures. When the auditor uses information
prepared by a management specialist as audit evidence, paragraph .08 of AU-C
section 500, Audit Evidence (AICPA, Professional Standards), requires specific
procedures of the auditor related to that evidence.
5.51 Similarly, auditors may use specialists (internal firm specialists or
external specialists) to evaluate those measurements and disclosures. AU-C
section 620, Using the Work of an Auditor’s Specialist (AICPA, Professional
Standards), addresses the auditor’s responsibilities relating to the work of an
individual or organization possessing expertise in a field other than accounting
or auditing when that work is used to assist the auditor.
5.52 Chapter 4, “General Auditing Considerations,” discusses the requirements of AU-C section 250, Consideration of Laws and Regulations in an Audit
of Financial Statements (AICPA, Professional Standards), which are designed
to assist the auditor in identifying material misstatement of the financial
statements due to noncompliance with laws and regulations. Many compliance
requirements that affect a government’s cash, investment and investmentrelated transactions may not have a direct effect on the determination of
material amounts and disclosures in the financial statements. However, the
auditor may become aware of noncompliance that does not have a direct effect
but could nevertheless have a material effect on a government’s financial
statements—for example, deficient collateral on depository accounts; the use of
unauthorized depositories and investment counterparties; the use of unauthorized investment types or terms, especially with regard to sophisticated investments (including indirect positions through, for example, mutual funds and
investment pools); the unauthorized use of reverse repurchase agreements or
securities lending transactions; the lack of separate accounts for individual
funds when required; or the use of internal investment pools when not authorized or not consistent with the investment objectives for the various involved
funds. If the auditor identifies noncompliance that has a material effect on the
financial statements, the auditor should consider whether that noncompliance
has been adequately reflected in the financial statements. If the noncompliance
has not been adequately reflected, the auditor should, as provided in AU-C
section 705, Modifications to the Opinion in the Independent Auditor’s Report
(AICPA, Professional Standards), express a qualified or adverse opinion on the
financial statements. The auditor also should communicate the noncompliance
to those charged with governance of the entity as provided in AU-C section 250.
As discussed in paragraph .A29 of AU-C section 250, the auditor also may be
required to communicate instances of noncompliance to appropriate oversight
bodies and funding agencies.
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5.53 The audit objectives for the cash, investments and investmentrelated transactions of each opinion unit, categorized by financial statement
assertion, are as follows:

•

•

•

Assertions about classes of transactions and events for the period
under audit:

—

Occurrence. Reported investment income and cash-flow activity
represent amounts related to the period and are applicable to
the governmental reporting entity.

—

Completeness. The financial statements report all investmentrelated income and expenses or expenditures and all appropriate cash-flow activity relating to the period.

—

Accuracy. Amounts of investment-related income and expenses
or expenditures and cash-flow activity have been recorded
appropriately.

—

Cutoff. Amounts of investment-related income and expenses or
expenditures and cash-flow activity have been recorded in the
correct accounting period.

—

Classification. Amounts of investment-related income and expenses or expenditures have been recorded in the proper accounts. Cash flows have been reported in the appropriate
categories.

Assertions about account balances at the period end:

—

Existence. Reported cash and investments represent positions
that are on hand, in-transit, or in the custody and safekeeping
of others on behalf of the entity.

—

Rights and obligations. The financial statements properly reflect conditions and agreements that affect the entity’s rights
and obligations concerning cash, derivative instruments, and
investments.

—

Completeness. The financial statements report all balances of
cash and investments.

—

Valuation and allocation. Cash and investments are included
in the financial statements at appropriate amounts.

Assertions about presentation and disclosure:

—

Occurrence and rights and obligations. Disclosed events and
transactions concerning cash, investments, investment-related
transactions, and cash flows have occurred and pertain to the
entity.

—

Completeness. All disclosures pertaining to cash, investments,
investment-related transactions, and cash flows that should
have been included in the financial statements are included.

—

Classification and understandability. Cash, investments,
investment-related transactions, and cash flows are appropriately presented and described and disclosures are clearly expressed.

—

Accuracy and valuation. Cash, investments, investmentrelated transactions, and cash flows are displayed and disclosed
fairly and at appropriate amounts in accordance with U.S.
generally accepted accounting principles (GAAP).
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5.54 In auditing cash, investments, and investment-related transactions,
it usually is more efficient and effective to plan to apply procedures based on
the manner in which the government manages its portfolios rather than based
on the manner in which it accounts for those transactions and balances.
However, in applying a portfolio approach to the audit, the auditor should
determine that adequate procedures are performed related to activity and
balances in each of those opinion units with material investments and investmentrelated transactions. (See the discussion of opinion units in chapter 4.)
5.55 When obtaining an understanding of controls over investments and
investment-related transactions that are relevant to the audit, the auditor
should evaluate the design of the controls and determine whether they have
been implemented by performing procedures in addition to the inquiry of the
government’s personnel. In addition to standard internal control features for
those accounts, features that are unique or significant in government may
include the following:

•

The integration of the entity’s investment program with its cash-flow
needs.

•

Procedures to ensure that written agreements with investment advisers, managers, and external investment pools address all important factors and that they are adhered to.

•

The periodic review and supervisory approval of accounts for appropriate amounts and types of insurance and collateral.

•

A process to ensure that appropriate procedures are followed in
establishing and complying with policies relating to deposit and
investment risk, including procedures to monitor compliance with
those policies.

•

A process for determining fair value measurements and disclosures
for investments (including, if deemed necessary, confirmation of fair
values with a second source) and management review of fair values
(paragraph .A26 of AU-C section 540, Auditing Accounting Estimates,
Including Fair Value Accounting Estimates, and Related Disclosures
(AICPA, Professional Standards), lists considerations relating to
obtaining an understanding of an entity’s relevant controls in determining fair value measurements and disclosures.)

•

Procedures to review investments that are reported using cost-based
measures for impairment losses and to appropriately write down the
carrying amounts of those investments.

•

Procedures for identifying overdrawn cash balances (whether relating to a fund’s position in an internal investment pool or a cash
account in total) and for reporting those negative balances as liabilities.

•

Procedures for identifying fund liabilities for overspent or overcommitted agency funds.

•

Procedures to ensure that an arbitrage rebate liability is accurately
calculated (including, if necessary, the use of a specialist to perform
the calculation) and policies for reporting the liability in the financial
statements on a consistent basis.

•

The timely and accurate allocation of pooled investment income to
individual funds in conformity with compliance requirements and
management policy.
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•

Policies and procedures to ensure that classifications and presentations in the statement of cash flows are in conformity with GAAP.

•

The timely and accurate reporting of transactions and balances to
individuals or other governments for whom investment positions are
held.

•

Procedures to compare actual investment earnings to budgeted amounts
and to investigate significant variances.

•

Policies and procedures for making all appropriate GAAP-required
disclosures in the financial statements.

5.56 In addition to standard audit procedures for investments and investmentrelated transactions, procedures that are unique or significant in government
may include the following:

•

Reviewing state and local laws and regulations; debt issuance documents; contribution and grant contracts; and other similar documents for compliance requirements that could have a direct effect on
the determination of material financial statement amounts and
determining whether those provisions are appropriately considered
in the entity’s written investment policy.

•

Reviewing minutes of meetings of the governing body for authorization of its investment policy and changes to it.

•

Reviewing the entity’s compliance at year-end and during the year
with compliance requirements that could have a direct effect on the
determination of material amounts and disclosures in the financial
statements.

•

Determining whether there are adequate procedures for establishing
and complying with deposit and investment risk policies.

•

Reviewing supporting information for the entity’s deposit and investment risk disclosures, including comparing current-year disclosures with prior-year disclosures, confirming relevant information
with the collateral and investment securities custodians and appropriate third-party sources (such as rating agency Internet sites or
databases that contain information about the credit quality ratings
of investments in debt securities), and inquiring about or confirming
the nature of relationships between the securities custodians and the
investment counterparties.

•

Determining the entity’s policies for valuing its investments and
whether those policies are in conformity with GAAP and appropriately applied to the entity’s investments based on the assessed risks
of material misstatement. Paragraphs .12–.14 of AU-C section 540
list requirements relating to evaluating an entity’s estimates of fair
value.

•

Evaluating support for the entity’s valuation of its investments and
its consideration of the need to record impairment losses on investments reported using cost-based measures. (Paragraphs .04–.10 of
AU-C section 501 discuss the testing of an entity’s fair value measurements and disclosures and paragraphs .A17–.A18 of AU-C section 501 include guidance for auditors when evaluating whether
management has considered relevant information in determining
whether an other-than-temporary impairment condition exists.)
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•

Determining whether overdrawn cash balances are properly reported
as liabilities rather than as negative cash balances.

•

Determining whether interfund balances are properly recorded for
overspent or over-committed agency funds.

•

Evaluating whether the arbitrage rebate liability is accurately calculated (including confirming appropriate information with bond
counsel and using a specialist if necessary) and whether the liability
is properly presented in the financial statements.

•

Reviewing that the allocation of internal investment pool balances,
income, and expenses or expenditures is reasonable, accurate, in
conformity with GAAP, and properly classified and disclosed in the
financial statements.

•

Evaluating that, in presenting its statement of cash flows, the entity
uses the direct method, properly reports cash flows as gross or net,
properly classifies cash receipts and payments, reconciles operating
income to net cash flow from operating activities, and discloses
noncash investing and financing activities.

•

Confirming with individuals and other governments for whom the
entity performs investment services that they have received timely
and accurate reporting of transactions and balances.

•

Investigating significant variances between budgeted and actual
investment earnings from cash, investments and investment-related
transactions.

•

Determining whether the entity’s cash, investment, and investmentrelated transaction disclosures (including disclosures of restricted
investments) conform to GAAP.

•

Determining whether amounts disclosed in the notes to the financial
statements related to deposits and investments include all appropriate balances, including balances held by fiduciary funds.

Part Two—Derivative Instruments
Nature of Transactions
5.57 Derivative instruments are often complex financial arrangements
used by governments (a) as investments, (b) as hedges of identified financial
risks associated with assets or liabilities or expected transactions, or (c) to lower
the costs of borrowings. Common types of derivative instruments governments
enter into include the following:

•
•
•
•
•
•

Interest rate and commodity swaps
Interest rate locks
Options (calls, puts, caps, floors, and collars)
Swaptions
Forward contracts
Futures contracts

5.58 Historical prices are zero for many derivative instruments because
their terms are developed such that the instruments are entered into without
a payment being made or received. During the term of a derivative instrument,
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a government receives and makes payments based on market prices without
actually entering into the related financial or commodity transactions. Derivative instruments associated with changing financial and commodity prices
result in changing cash flows and fair values that can be used as effective risk
management or investment tools. However, derivative instruments can expose
governments to significant risks and liabilities (see paragraphs 5.67–.68).
5.59 GASB Statement No. 53, as amended, defines a derivative instrument
as a financial instrument or other contract with all three of the characteristics
in the following list:

•

Settlement factors. It has (a) one or more reference rates and (b) one
or more notional amounts or payment provisions or both. Those terms
determine the amount of the settlement or settlements and, in some
cases, whether or not a settlement is required. (GASB Q&A item
10.4.1 discusses settlement factors)

•

Leverage. It requires no initial net investment or an initial net
investment that is smaller than would be required for other types of
contracts that would be expected to have a similar response to
changes in market factors. (GASB Q&A items 10.5.1 and 10.5.2
discuss leverage)

•

Net settlement. Its terms require or permit net settlement, it can
readily be settled net by a means outside the contract, or it provides
for delivery of an asset that puts the recipient in a position not
substantially different from net settlement. (GASB Q&A items
10.6.1–10.6.6 discuss net settlement)

Investment Derivative Instruments
5.60 A derivative instrument that is entered into primarily for the purpose of obtaining income or profit is an investment derivative instrument. In
addition, a derivative instrument that does not meet the criteria of a hedging
derivative instrument (see paragraph 5.61) is considered an investment derivative instrument. Table 5-1 shows the GASB statements that establish
investment accounting standards for various governmental financial statements. The table also indicates the paragraphs in “Part One—Cash, Investments, and Investment-Related Transactions” of this chapter that discuss
additional investment accounting guidance for those financial statements.

Hedging Derivative Instruments
5.61 There are a number of assets, liabilities, and expected transactions
that expose a government to the risk of adverse changes in cash flows and fair
values. Hedging is one method that governments employ to reduce identified
financial risks (for example, to counter increases in interest costs, to offset price
increases in the acquisition of commodities, or to protect against fair value
losses). Derivative instruments utilized in hedging relationships are designed
to reduce identified financial risks by offsetting changes in cash flows or fair
values of the associated item.
5.62 A derivative instrument that is associated with a hedgeable item but
has yet to be determined effective in significantly reducing the identified
financial risk is referred to as a potential hedging derivative instrument. A
hedging derivative instrument is established if both of the following criteria are
met:
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a. The derivative instrument is associated with a hedgeable item.
Association is established by consideration of the facts and circumstances of the derivative instrument, including whether
i. the notional amount of the derivative instrument is consistent
with the principal amount or quantity of the hedgeable item;
ii. the derivative instrument will be reported in the same fund, if
applicable, as the hedgeable item; and
iii. the term or time period of the derivative instrument is consistent with the term or time period of the hedgeable item.
b. The potential hedging derivative instrument is effective in significantly reducing the identified financial risk. Effectiveness is established if the changes in cash flows or fair values of the potential
hedging derivative instrument substantially offset the changes in
cash flows or fair values of the hedgeable item.

Hybrid Instruments
5.63 A derivative instrument also may accompany a companion instrument such as a debt instrument, a lease, an insurance contract, or a sale or
purchase contract. An embedded derivative instrument may be a call option in
a bond,8 a cap or floor in a sale or purchase contract, or an interest rate swap
in a debt instrument. Alternatively, some derivative instruments may include
investing or borrowing transactions. These instruments may give rise to hybrid
instruments, which consist of a derivative instrument and a companion instrument.
5.64 A hybrid instrument exists when the instrument meets all of the
following criteria:

•

The companion instrument is not measured on the statement of net
position at fair value.

•

A separate instrument with the same terms as the derivative instrument would meet the definition of a derivative instrument.

•

The economic characteristics and risks of the derivative instrument
are not closely related to the economic characteristics and risks of the
companion instrument. This would be the case in any of the following
circumstances:

—

Up-front payment is received because the derivative instrument has off-market terms.

—

Written option that is in-the-money (that is, the option has
intrinsic value) but the initial intrinsic value of the written
option is not closely related to the characteristics and risks of
the derivative instrument).

—

Reference rate is inconsistent with the market of the companion instrument.

8
GASB Q&A item 10.6.1 states that bonds with an embedded call option where the
potential settlement of the government’s obligation to the creditor that would occur upon
exercise of the call option meet the net settlement criteria. However, GASB Q&A item 10.6.1
also states that in many cases, the economic characteristics and risks of the embedded option
and the bonds are closely related, and separate reporting of the embedded option and the bonds
is not required.
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—

Hybrid instrument could be settled in such a way that an
investor would not recover substantially all of its investment
(that is, potential negative yield).

—

Yield of the companion instrument is leveraged. Leveraged
yield occurs when the embedded derivative instrument meets
both of the following criteria:

•

The holder’s initial rate of return on the companion
instrument has the potential for at least a doubled yield.

•

The rate of return is at least twice what the market
return would be for an instrument with the same terms
as the companion instrument.

5.65 An embedded derivative instrument that is a component of a hybrid
instrument is recognized and measured in accordance with GASB Statement
No. 53, as amended, and discussed in this chapter. Other companion instruments are recognized and measured in accordance with the reporting requirements applicable to the companion instrument (that is, the financial reporting
requirements for a debt instrument, a lease, or an insurance contract). (GASB
Q&A items 10.44.1–10.44.4 discuss accounting and reporting for hybrid instruments)

Financial Instruments Not Included in the Scope of GASB Statement
No. 539
5.66 The following financial instruments are not included in the scope of
GASB Statement No. 53:

•

•
•

•

•

Normal purchases and normal sales contracts if both of the following
are met:

—

It is probable the government will take or make delivery of the
commodity specified.

—

The commodity delivered is expected to be used in the government’s normal operations.

Insurance contracts accounted for under GASB Statement No. 10.
Certain financial guarantee contracts that meet the definition of a
derivative instrument and that are not entered into as an investment
derivative instrument primarily for the purpose of obtaining income
or profit.
Certain contracts that are not exchange-traded and that have a
reference rate based on any of the following:

—

Climatic, geological, or other physical variable (for example,
temperature, rainfall, and so on).

—

Price or value of a nonfinancial asset that is not readily
convertible to cash.

—

Specific volumes of sales/service revenues of one of the parties
to the contract (for example, volumetric production payments
associated with an oil or gas well).

Loan commitments (for example, first-time home buyers for mortgage loans).

9
GASB Q&A items 10.8.1–10.13.9 discuss financial instruments not included in the scope
of GASB Statement No. 53.
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Derivative Instrument Risk
5.67 Investment derivative instruments may have the following risks that
could give rise to financial loss:

•

Credit risk. The risk that a counterparty to the investment derivative
instrument will not fulfill its obligations.

•

Interest rate risk. The risk that changes in interest rates will adversely affect the cash flows or fair value of an investment derivative
instrument.

•

Foreign currency risk. The risk that changes in exchange rates will
adversely affect the cash flows or fair value of an investment derivative instrument.

5.68 Hedging derivative instruments may have the following risks:

•

Credit risk. The risk that counterparty to the hedging derivative
instrument will not fulfill its obligations.

•

Interest rate risk. The risk that changes in interest rates will adversely affect the cash flows or fair value of a hedging derivative
instrument.

•

Basis risk. The risk that arises when variable rates or prices of a
hedging derivative instrument and a hedged item are based on
different reference rates.

•

Termination risk. The risk that a hedging derivative instrument’s
unscheduled end will affect a government’s asset and liability strategy or will present the government with potentially significant
unscheduled termination payments to the counterparty.

•

Rollover risk. The risk that a hedging derivative instrument associated with a hedgeable item does not extend to the maturity of that
hedgeable item. When the hedging derivative instrument terminates,
the hedgeable item will no longer have the benefit of the hedging
derivative instrument.

•

Market access risk. The risk that a government will not be able to
enter credit markets or that credit will become more costly.

•

Foreign currency risk. The risk that changes in exchange rates will
adversely affect the cash flows or fair value of a hedging derivative
instrument will become more costly.

Compliance Requirements and Derivative Instrument Policies
5.69 Governments usually have extensive legal and contractual provisions relating to their derivative instruments that often differ for different
funds and different objectives (like risk management versus investment). Those
requirements may involve, for example, the circumstances in which the government may enter into a derivative arrangement, the types of derivative
instruments a government may use (see paragraphs 5.57), and the counterparties with which it may conduct business. Governments often document their
derivative instrument policies in writing and have them approved by the
governing board.10 Those policies often establish stated or implied objectives
10
GASB Statement No. 53, as amended, does not require a government to establish
derivative instrument policies; however, governments should disclose derivative instrument
policies related to the risks that GASB Statement No. 53, as amended, requires be disclosed.
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with respect to hedging derivative instruments and derivative instruments
that are investments. To help management adhere to those objectives, derivative instrument policies often list, among other things

•

the types and terms of derivative instruments that are permitted or
prohibited.

•

required characteristics of counterparties to the arrangement (such
as credit rating, capitalization, and so on) methods by which fair
value will be determined

•
•
•

how hedges will be evaluated for effectiveness and frequency.
minimum or maximum length or both of the derivative instrument.
circumstances in which the government will pursue early termination of a derivative arrangement.

5.70 Some funds, such as pension trust and permanent funds, may have
a higher risk tolerance than the general fund where liquidity requirements
require a lower risk tolerance. Such other funds may therefore be authorized
to enter into derivative arrangements with more risk such as counterparties
with a lower credit rating or a longer term of the derivative arrangement to
maturity. As with cash, investments, and investment-related transactions, for
funds such as pension trust and permanent funds, compliance requirements
and derivative instrument policies may establish a “prudent person rule” rather
than a “legal list” of permitted or prohibited types and terms of derivative
instruments.

Accounting and Financial Reporting Considerations—Derivative
Instruments
5.71 GASB Statement No. 53, as amended, requires that governments
report derivative instruments (other than synthetic guaranteed investment
contracts [SGICs] that are fully benefit-responsive)11 at fair value in their
economic resources measurement focus financial statements of net position
(such as the government-wide and proprietary fund statements of net position
and the statement of fiduciary net position) as either assets or liabilities.
Additionally, GASB Statement No. 53 requires changes in the fair value of
derivative instruments that are used for investment purposes, or that are
reported as investment derivative instruments because they do not meet the
criteria of a hedging derivative instrument, to be reported in the investment
revenue classification on the flow of resources statement (such as the governmentwide statement of activities; the statement of revenues, expenses, and changes
in fund net position; and the statement of changes in fiduciary net position).
Changes in the fair value of derivative instruments classified as hedging
derivative instruments are reported as either deferred inflows of resources or
deferred outflows of resources in the statement of net position (the governmentwide and proprietary fund statements of net position and the statement of
fiduciary net position). See paragraphs 5.61–.62 for a further discussion of
hedge accounting.
5.72 Hedge accounting should be applied beginning in the period that a
hedging derivative instrument is established and until a termination event
11
Fully benefit-responsive synthetic guaranteed investment contracts (SGICs)—the combination of the underlying investments and the wrap contract (that is, contract in which issuer
provides assurance that adjustments to the interest crediting rate of a SGIC will not result in
a future interest crediting rate less than zero)—are reported at contract value. Paragraph 67
of GASB Statement No. 53 delineates the criteria for a fully benefit-responsive SGIC.
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occurs (see paragraphs 5.73–.75). Potential hedging derivative instruments
should be evaluated for effectiveness as of the end of each reporting period. For
hedgeable items that are existing, or expected, financial instruments and for
hedgeable items that are existing, or expected, commodity transactions, GASB
Statement No. 53, as amended, identifies the following methods that should be
used to evaluate these potential hedging derivative instruments for effectiveness:

•
•

Consistent critical terms
Quantitative methods including synthetic instrument method, dollaroffset method, and regression analysis method12

Although the acceptable methodologies to determine the effectiveness of potential hedging derivative instruments are the same for financial instruments
and commodity transactions, their application is different for the various
transactions. Chapter 10 of the GASB Q&A provides a number of examples of
common derivative instrument applications (appendix 10-2) Items 10.20.1–10.39.1
discuss the various methodologies that may be used to determine the effectiveness of potential hedging derivative instruments.
5.73 Hedge accounting should cease to be applied upon the occurrence of
one of the following termination events:13
a. The hedging derivative instrument is no longer effective.
b. The likelihood that a hedged expected transaction will occur is no
longer probable.
c. The hedged asset or liability, such as a hedged bond, is sold or retired
but not reported as a current refunding or advanced refunding
resulting in a defeasance of debt.
d. The hedging derivative instrument is terminated unless an effective
hedging relationship continues. An effective hedging relationship
continues when all of the following criteria are met:
i. Collectibility of swap payments is considered to be probable.
ii. The swap counterparty of the interest rate swap or commodity
swap, or the swap counterparty’s credit support provider, is
replaced with an assignment or in-substance assignment.
iii. The government enters into the assignment or in-substance
assignment in response to the swap counterparty, or the swap
counterparty’s credit support provider, either committing or
experiencing an act of default or a termination event as both
are described in the swap agreement.

12
Other quantitative methods may be used to evaluate effectiveness if they meet all of the
following criteria:
a. Through identification and analysis of critical terms, the method demonstrates that
the changes in cash flows or fair values of the potential hedging derivative instrument
substantially offset the changes in cash flows or fair values of the hedgeable item.
b. Replicable evaluations of effectiveness are generated that are sufficiently complete
and documented such that different evaluators using the same method and assumptions would reach substantially similar results.
c. Substantive characteristics of the hedgeable item and the potential hedging derivative instrument that could affect their cash flows or fair values are considered.
13
GASB Q&A items 10.15.1–10.15.5 discuss termination of hedge accounting.
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iv. The swap is assigned in one of the following ways:
(1) The swap is assigned or amended to replace the original
swap counterparty or the swap counterparty’s credit support provider, but all of the other terms of the swap
agreement remain unchanged.
(2) There is an in-substance assignment. That is defined as
follows:
(a) The original swap agreement is ended, and the
replacement swap agreement is entered into on the
same date.
(b) The terms that affect changes in fair values and
cash flows in the original and replacement swap
agreements are identical. These terms include, but
are not limited to, notional amounts; terms to maturity; variable payment terms; reference rates;
time intervals; fixed-rate payments; frequencies of
rate resets; payment dates; and options, such as
floors and caps.
(c) Any difference between the original swap agreement’s exit price and the replacement swap’s entry
price is attributable to the original swap agreement’s exit price being based on a computation
specifically permitted under the original swap agreement. Exit price represents the payment made or
received as a result of terminating the original
swap. Entry price represents the payment made or
received as a result of entering into a replacement
swap.
e. A current refunding or advanced refunding resulting in the defeasance of the hedged debt is executed.
f. The hedged expected transaction occurs. If a termination event
occurs, the balance in the deferral account should be reported on the
flow of resources statement within the investment revenue classification.
5.74 If the termination event is the current refunding or advanced refunding resulting in the defeasance of the hedged debt (paragraph 5.73e), the
balance of the deferral account should be included in the net carrying amount
of the old debt for purposes of calculating the difference between that amount
and the reacquisition price of the old debt. This approach should be applied
regardless of whether the hedging derivative instrument is terminated. The
calculation of the difference between the cash flows required to service the old
debt and the cash flows required to service the new debt and complete the
refunding and the economic gain or loss resulting from the transaction should
include the effects of a hedging derivative instrument.
5.75 If the termination event is the occurrence of the hedged expected
transaction (paragraph 5.73f), the disposition of the deferral balance depends
on whether the hedged expected transaction results in a financial instrument
or a commodity. If the expected transaction results in a financial instrument
and the government is reexposed to the hedged risk, the balance of the deferral
account should be recognized on the flow of resources statement within the
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investment revenue classification. On the other hand, if the government is not
reexposed to the hedged risk, the balance in the deferral account should be
reported on the flow of resources statement consistent with the hedged item.
The decision regarding whether a termination event reexposes a government
to a hedged risk should be based on specific facts and circumstances. If the
expected transaction results in a commodity, the balance of the deferral account
should be removed by reporting the balance as an adjustment to the actual
transaction.
5.76 GASB Statement No. 53, as amended, requires numerous footnote
disclosures about derivative instruments. The following list describes the
required disclosures in summary form which may be presented in columnar
display, narrative form, or a combination of both. Paragraphs 69–78 of GASB
Statement No. 53 include the more detailed disclosure requirements and the
GASB Q&A items 10.46.1–10.46.9 also discuss disclosures in the notes to the
financial statements.

•

Summary information. Related to derivative instrument activity
during the period and balances at the end of the reporting period
organized by governmental and business-type activities and fiduciary funds, divided into hedging derivative (separate disclosure of
fair value and cash flow hedges) and investment derivative instruments, and aggregated by type of derivative instrument (like receivefixed swaps, pay-fixed swaps, swaptions, rate caps, basis swaps,
futures contracts, and the like). Summary information should include

—
—

notional amount.

—

fair values at the end of the reporting period and classification
in the financial statements where those fair values are reported.

—

methods and significant assumptions used to estimate fair
values when they are based on other than quoted market
prices.

—

fair values of derivative instruments reclassified from a hedging derivative to an investment derivative instrument including the deferral amount reported within investment revenue
due to the reclassification.

changes in fair value during the period and classification in the
financial statements where changes in fair value are reported.

•

For all hedging derivative instruments. Objectives for entering into
those instruments, terms, credit risk, interest rate risk, basis risk,
termination risk, rollover risk, market-access risk, foreign currency
risk, hedged debt, other quantitative methods of evaluating effectiveness.

•

For investment derivative instruments. Exposure to risks that could
give rise to financial loss including credit risk, interest rate risk, and
foreign currency risk (disclosed consistent with disclosures required
in GASB Statement No. 40). These disclosures are required only for
investment derivative instruments that are reported as of the end of
the reporting period. Investment derivative instruments include
derivative instruments that do not meet the criteria of a hedging
derivative instrument.

•

Contingent features. For derivative instruments held at the end of the
reporting period disclosures should include existence and nature of
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contingent features and circumstances in which they could be triggered, aggregate fair value of derivative instruments containing
those features, aggregate fair value of asset that would be required
to be posted as collateral or transferred in accordance with provisions
related to triggering contingent liabilities, and the amount (if any)
posted as collateral as of the end of the reporting period.

•

Hybrid instruments. Disclosures of the companion instrument should
be consistent with disclosures required of similar transactions.

•

SGICs that are fully benefit-responsive. A description of the nature of
the SGIC and the SGIC’s fair value including the fair value of (a) the
wrap contract and (b) the corresponding underlying investments.

5.77 Because of the highly technical nature of fair value calculations, the
government may use the services of an outside specialist or pricing service to
provide valuation services related to fair value measurements and disclosures.
When a specialist or pricing service is used, management of the government
should possess a level of knowledge sufficient to

•

determine the appropriateness of the methodologies used by the
specialist in light of GAAP and existing facts and circumstances

•
•

review the results of the specialist for reasonableness

•

ascertain the adequacy of any related disclosures provided by the
specialist
prepare the related disclosures required by GAAP if not provided by
the specialist

Auditing Considerations—Derivative Instruments
5.78 AU-C section 501 address specific considerations by the auditor in
obtaining sufficient appropriate audit evidence, in accordance with other relevant AU-C sections, regarding certain aspects of investments in securities and
derivatives.14 Among other things, AU-C section 501

•

indicates that an auditor may need special skill or knowledge to plan
and perform auditing procedures for certain assertions about derivative instruments and securities, such as the ability to identify a
derivative that is embedded in a contract or agreement.

•

presents examples of factors that affect inherent and control risk for
assertions about derivative instruments and securities.

•

provides examples of audit procedures for derivative instruments,
securities, and hedging activities.

5.79 AU-C section 402 provides requirements and guidance on the factors
auditors (referred to as user auditors) should consider when auditing financial
statements of an entity that uses a service organization to process certain
transactions. Examples where this may apply with regard to derivatives
include engaging a service organization to (a) conduct transactions related to

14
The AICPA Audit Guide Special Considerations in Auditing Financial Instruments
provides additional and more detailed guidance to auditors related to planning and performing
auditing procedures for assertions about derivative financial instruments, hedging activities,
and investments in securities. See paragraph 5.88 for additional information related to the
accounting guidance in the AICPA Audit Guide Special Considerations in Auditing Financial
Instruments and the limited relevance of that guidance to state and local governments.
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its derivative instruments, (b) determine the fair value of its derivative instruments, (c) determine hedge effectiveness, or (d) maintain derivative instrument
accounting records. As an aside, the AICPA Guide Service Organizations—
Applying SSAE No. 16, Reporting on Controls at a Service Organization (SOC
1) and AT section 801 provide guidance for independent auditors (service
auditors) who issue reports on processing of transactions by service organizations for use by other auditors. Further, governments may use specialists,
including their investment service organizations, to determine fair value measurements for investments and provide specialized reports for deposit and
investment risk disclosures. Similarly, auditors may use specialists to evaluate
those measurements and disclosures. AU-C section 620 provides requirements
and guidance when using the work of an auditor’s specialist.
5.80 Chapter 4 discusses the requirements in AU-C section 250, which are
designed to assist the auditor in identifying material misstatement of the
financial statements due to noncompliance with laws and regulations. Many
compliance requirements that affect a government’s derivative instruments
may not have a direct and material effect on the determination of financial
statement amounts. However, the auditor may become aware of noncompliance
that may not have a direct effect but could nevertheless have a material effect
on a government’s financial statements—for example, the use of unauthorized
counterparties; the use of unauthorized derivative instrument types or terms;
or, the lack of separate accounts for individual funds when required. If the
auditor identifies noncompliance that has a material effect on the financial
statements, the auditor should consider whether it has been adequately reflected in the financial statements. If the noncompliance has not been adequately reflected the auditor should, as provided in AU-C section 705, express
a qualified or adverse opinion on the financial statements. The auditor also
should communicate the noncompliance to those charged with governance of
the entity as provided in AU-C section 250. The auditor also may be required
to communicate instances of noncompliance to appropriate oversight bodies and
funding agencies.
5.81 The audit objectives for derivative instrument transactions of each
opinion unit, categorized by financial statement assertion, are as follows:
Assertions about classes of transactions and events for the period under
audit:

•

Occurrence

—

Reported investment income related to (a) changes in the fair
value of investment derivative instruments and embedded
derivative instruments; (b) changes in the fair values of derivative instruments and embedded derivative instruments
that do not meet the criteria of a hedging derivative instrument; and (c) reversals of deferred inflows of resources and
deferred outflows of resources from hedging derivative instruments and embedded hedging derivative instruments that no
longer meet the criteria of a hedging derivative instrument
represent amounts that are related to the period and are
applicable to the governmental entity.

—

Cash flows related to derivative instruments and embedded
derivative instruments, if any, represent amounts that are
related to the period and to the governmental entity.
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•

•

•

Completeness

—

All investment income related to (a) changes in the fair value
of investment derivative instruments and embedded derivative
instruments; (b) changes in the fair values of derivative instruments and embedded derivative instruments that do not meet
the criteria of a hedging derivative instrument; and (c) reversals of deferred inflows of resources and deferred outflows of
resources from hedging derivative instruments and embedded
hedging derivative instruments that no longer meet the criteria
of a hedging derivative instrument is reported.

—

Reported investment income does not include changes in the
fair value of hedging derivative instruments or embedded
hedging derivative instruments.

—

Economic gains or losses on debt refundings include the effect
of any hedging derivative instrument related to the refunded
debt.

—

All cash flows related to derivative instruments and embedded
derivative instruments, if any, are reported.

Accuracy

—

The amount included in investment income related to (a)
changes in the fair value of investment derivative instruments
and embedded derivative instruments; (b) changes in the fair
values of derivative instruments and embedded derivative
instruments that do not meet the criteria of a hedging derivative instrument; and (c) reversals of deferred inflows of resources and deferred outflows of resources from hedging derivative instruments and embedded hedging derivative instruments
that no longer meet the criteria of a hedging derivative instrument have been accurately calculated and reported.

—

The amount of any deferred inflows of resources and deferred
outflows of resources related to refunded debt and included in
the related economic gain or loss is accurately calculated and
reported.

—

All cash flows related to derivative instruments and embedded
derivative instruments, if any, are accurately calculated and
reported.

Cutoff

—

The amount included in investment income related to (a)
changes in the fair value of investment derivative instruments
and embedded derivative instruments; (b) changes in fair values of derivative instruments and embedded derivative instruments that do not meet the criteria of a hedging derivative
instrument; and (c) reversals of deferred inflows of resources
and deferred outflows of resources from hedging derivative
instruments and embedded hedging derivative instruments
that no longer meet the criteria of a hedging derivative instrument have been recorded in the correct accounting period.

—

The amount of any deferred inflows of resources and deferred
outflows of resources related to refunded debt and included in
the related economic gain or loss is calculated as of the refunding transaction date.
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All cash flows related to derivative instruments and embedded
derivative instruments, if any, have been reported in the proper
period.

Classification

—

Amounts related to (a) changes in the fair value of investment
derivative instruments and embedded derivative instruments;
(b) changes in the fair values of derivative instruments and
embedded derivative instruments that do not meet the criteria
of a hedging derivative instrument; and (c) reversals of deferred
inflows of resources and deferred outflows of resources from
hedging derivative instruments and embedded hedging derivative instruments that no longer meet the criteria of a hedging
derivative instrument have been properly reported as investment revenue.

—

The amount of any deferred inflows of resources or deferred
outflows and resources related to refunded debt has been
properly included in the related economic gain or loss on the
refunding transaction.

—

All cash flows related to derivative instruments and embedded
derivative instruments, if any, have been properly classified in
the statement of cash flows.

Assertions about account balances at the period end:

•

•

•

Existence

—

Reported investment derivative instruments represent current
valid investment or embedded investment derivative arrangements.

—

Reported hedging derivative instruments represent current
valid hedging or embedded hedging derivative arrangements.

—

Reported deferred inflows of resources and deferred outflows of
resources represent changes in hedging or hybrid hedging
derivative instruments for current valid hedging derivative
arrangements.

Rights and obligations

—

The financial statements properly reflect conditions and agreements that affect the government’s rights and obligations concerning investment derivative instruments.

—

The financial statements properly reflect conditions and agreements that affect the government’s rights and obligations concerning hedging derivative instruments.

—

The financial statements properly reflect conditions and agreements that affect the government’s rights and obligations concerning embedded derivative instruments.

Completeness

—

The financial statements report all balances of investment or
hybrid investment derivative instruments.

—

The financial statements report all balances of hedging derivative instruments.
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•

—

The financial statements report all balances of embedded derivative instruments that are investment or hedging derivative
instruments.

—

The financial statements do not report normal purchases and
sales, certain insurance and financial guarantee contracts, or
certain contracts that are nonexchange traded as investment or
hedging derivative instruments.

—

The companion instrument portion of any hybrid instrument is
not reported as an investment or hedging derivative instrument.

—

Deferred inflows of resources and deferred outflows of resources are reported for all hedging derivative instruments

—

Deferred inflows of resources and deferred outflows of resources are not reported for derivative instruments that do not
meet the criteria of a hedging derivative instrument.

Valuation and allocation

—

The fair values of reported investment, hedging, and embedded
derivative instruments have been determined in accordance
with GAAP (that is, market price when available and discounted forecasted future cash flows when market price not
available).

—

Hedge effectiveness has been determined using methods allowable under GAAP (for example, consistent critical terms or
quantitative methods).

—

Deferred inflows of resources and deferred outflows of resources have been determined for hedging derivative instruments based on fair values determined in accordance with
GAAP (for example, market price when available and discounted forecasted future cash flows when market price not
available).

Assertions about presentation and disclosure:

•

•

Occurrence and rights and obligations

—

All disclosed events and transactions concerning investment,
hedging, and embedded derivative instruments and related
cash flows have occurred and pertain to the government.

—

Conditions and agreements that affect the government’s rights
and obligations concerning investment, hedging, and embedded
derivative instruments have been properly reported and disclosed.

Completeness

—

All material investment, hedging, and embedded derivative
instruments have been disclosed on the appropriate statement
of net position as either assets or liabilities or deferred outflows
of resources or deferred inflows of resources.

—

All material investment, hedging, and embedded derivative
instrument transactions have been disclosed in the flow of
resources statements (government-wide statement of activities; proprietary fund statement of revenues, expenses, and
changes in net position; and changes in fiduciary net position).
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—

All material cash flows related to investment, hedging, and
embedded derivative instrument transactions have been included in the statement of cash flows.

—

All footnote disclosures required in paragraphs 68–79 of GASB
Statement No. 53, as amended, pertaining to investment, hedging, and embedded derivative instruments are included.

Classification and understandability

—

Amounts related to (a) changes in the fair value of investment
derivative instruments and embedded derivative instruments;
(b) changes in the fair values of derivative instruments and
embedded derivative instruments that do not meet the criteria
of a hedging derivative instrument; and (c) reversals of deferred
inflows of resources and deferred outflows of resources from
hedging derivative instruments and embedded hedging derivative instruments that no longer meet the criteria of a hedging
derivative instrument have been properly classified as investment revenue.

—

Investment, hedging, and embedded derivative transactions
have been properly classified in the flow of resources statements (government-wide statement of activities; proprietary
fund statement of revenues, expenses, and changes in net
position; and changes in fiduciary fund net position).

—

Deferred inflows of resources and deferred outflows of resources related to hedging derivative instruments have been
properly classified in the appropriate statement of net position.

—

Cash flows related to investment, hedging, and embedded
derivative instruments are appropriately classified.

—

Amounts presented in the aggregate in the financial statements related to investment, hedging, or embedded derivative
instruments are appropriately aggregated to enhance understandability.

—

Footnote disclosures are clearly expressed individually or in the
aggregate for similar derivative instrument types based on the
type and nature of the derivative instrument, the hedged item,
or the reference rate.

Accuracy and valuation

—

Investment, hedging, and embedded derivative instruments
and transactions are accurately displayed and disclosed in
accordance with the provisions of GASB Statement No. 53, as
amended.

—

Cash flows related to investment, hedging, and embedded
derivative instruments are displayed and disclosed fairly and
at appropriate amounts in accordance with GAAP.

5.82 When obtaining an understanding of controls that are relevant to the
audit, the auditor should evaluate the design of the controls and determine
whether they have been implemented by performing procedures in addition to
the inquiry of the government’s personnel. Obtaining this understanding
include a government’s internal control over derivative instruments. In addition to standard internal control features, features that are unique or significant for a government with derivative instruments may include the following:
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•

The integration of the entity’s derivative instrument program with
its cash-flow needs.

•

Procedures to ensure that written agreements with counterparties,
service organizations, or specialists address all important factors and
that they are adhered to.

•

Initial and periodic review of all derivative instrument transactions
to determine:

•
•

Proper recognition as derivative instruments
Proper classification of the derivative instrument as an investment
or potential hedging derivative instrument

•

Derivative instrument transactions and amounts are recorded, reported, and disclosed in accordance with GAAP.

•

Compliance with adopted policies and procedures related to derivative instruments.

5.83 Audit procedures related to derivative instruments are normally
specific to the type of derivative instrument (for example, investment, hedging,
or embedded derivative instrument), the extent to which the types of derivative
transactions are used, and the related audit risk. The nature, timing, and extent
of the audit procedures15 to test derivative instrument recognition, fair value
measurements, hedge effectiveness evaluations, and disclosures related to
derivative instruments will be based, in part, on the auditor’s understanding of

•

the government’s policies related to and objectives for using derivative instruments.

•

the government’s internal control over initial and on-going recognition of derivative instruments including the staff responsible and
their expertise in derivative instruments.

•

the party responsible (internal staff/specialist or external specialist)
for measuring fair value, methods used to determine fair value (for
example, quoted market price or discounted forecasted future cash
flows), and when the government measures fair value (for example,
interim or year end).

•

the party responsible (internal staff/specialist or external specialist)
for evaluating potential hedging derivative instruments for effectiveness, method used to determine hedge effectiveness (for example,
consistent critical terms or quantitative methods), and when the
government evaluates potential hedging derivative instruments for
effectiveness (for example, interim or year end).

•

assessment of the risk of material misstatement.

5.84 Because derivative instruments are reported at fair value and changes
in fair value for hedging derivative instruments that are effective are reported
as deferred outflows or deferred inflows, the risk of material misstatement may
be high. Therefore, the auditor may need to perform additional risk assessment
procedures (see paragraph 5.85) or further audit procedures (see paragraphs
5.86–.87) with respect to the professional requirements under AU-C section 540
for auditing fair value estimates. The extent of any additional risk assessment
15
In developing these procedures the auditor generally considers differences in the government’s financial statement date and the date(s) of the fair value measurements and hedge
effectiveness evaluations as well as the need for additional procedures to obtain sufficient and
appropriate evidence related to the measurement and presentation of a government’s derivative instruments.
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or further audit procedures is dependent on the related assessed risk of
material misstatement in the financial statements.
5.85 Risk assessment procedures the auditor may want to consider include the following:

•

Reviewing state and local laws and regulations, debt issuance documents, derivative instrument agreements, and other similar documents for compliance requirements that could have a direct and
material effect on the determination of financial statement amounts
and determining whether those provisions are appropriately considered in the entity’s written policy related to derivative instruments.

•

Read minutes of the meetings of the governing body and any audit/
finance committee noting discussions of and actions related to derivative policies, procedures, or agreements.

•

Read policies and procedures relevant to derivative instruments and
determine if such policies and procedures are in accordance with
GAAP and appropriate and reasonable in the circumstances.

•
•

Read derivative instrument agreements.
Consider evidence from other audit areas (debt, leases, investments,
insurance, cash disbursements & receipts tests of details).

•

Obtain an understanding of internal control over financial accounting and reporting of derivatives instruments including internal control over determining if derivative instruments are included in or
excluded from the requirements of GASB Statement No. 53, as
amended.

•

Determine if internal control over derivative instruments and derivativelike instruments is effective and if control testing is needed or
efficient or both.

•

Review the government’s compliance at year-end and during the year
with compliance requirements that could have a direct and material
effect on the determination of financial statements amounts.

•

Determine inherent risk.

5.86 After completing risk assessment procedures related to derivative
instruments, the auditor may want to consider the following additional audit
procedures for derivative instruments:

•
•

Determine control risk.16
Identify relevant assertions for account balances, classes of transactions, and presentation and disclosure and assess the related risk of
material misstatement.

•

Establish materiality, performance materiality, and tolerable misstatement for individual account balances, classes of transactions,
and disclosures related to derivative instruments.

•

Perform substantive analytical procedures if they would be appropriate or efficient or both.

16
Any deficiencies in internal control related to derivative instruments that are identified
through risk assessment or further audit procedures should be evaluated for severity with any
significant deficiencies and material weaknesses communicated in writing to those charged
with governance.
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•

Obtain appropriate audit evidence related to recorded derivative
transactions as well as evidence that there are no unrecorded or
unreported derivative transactions for the reporting period.

5.87 The auditor might consider the following procedures related to
presentation and disclosure assertions.

•

Determine if all disclosures required by GASB Statement No. 53, as
amended, have been made as applicable for the types of reported
derivative instruments.

•

Review subsequent events for effects on recorded amounts (for example, fair value and hedge effectiveness assumptions, probability
associated with expected transactions of normal purchases and sales)
and footnote disclosures.

•

Obtain appropriate specific representations from management related to derivative instruments.

5.88 The AICPA Audit Guide Special Considerations in Auditing Financial Instruments includes guidance on fair value measurements and related
internal controls as well as a discussion of GAAP related to measuring and
reporting derivative instruments, securities, and hedging activities for nongovernmental entities. Users of this guide should be aware that although portions
of that guide are helpful, accounting, reporting, and auditing guidance is related
to derivative instrument, hedging, and securities transactions from a private
sector perspective which is not consistent with the requirements of GASB
Statement No. 53, as amended. Specifically, the accounting and financial
reporting guidance is that established by FASB and therefore not applicable to
preparing and auditing government financial statements.
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Revenues and Receivables
Update 6-1 Accounting and Reporting: Assets and Liabilities
Governmental Accounting Standards Board (GASB) Statement No. 65, Items
Previously Reported as Assets and Liabilities, issued in March 2012, is effective
for periods beginning after December 15, 2012. Earlier application is encouraged. Accounting changes should be applied retroactively by restating financial
statements, if practical, for all periods presented.
GASB Statement No. 65 establishes accounting and financial reporting standards that reclassify certain items that were previously reported as assets and
liabilities as deferred outflows of resources, deferred inflows of resources,
current period outflows of resources, or current period inflows of resources. This
statement also provides financial reporting guidance related to the impact of
the financial statement elements deferred outflows of resources and deferred
inflows of resources, such as changes in the determination of the major fund
calculations and limiting the use of the term deferred in financial statement
presentations. (Extant use of the term deferred in this guide will remain until
implementation of GASB Statement No. 65.)
When implemented, GASB Statement No. 65 will have pervasive effects on
chapter 2, “Financial Reporting,” chapter 6, “Revenues and Receivables,” and
chapter 8, “Expenses or Expenditures and Liabilities.” For more information
about the effects of GASB Statement No. 65 upon its implementation, a
summary of this statement is included in section A.02 in appendix A, “Guidance
Updates.”

Introduction
6.01 Revenue1 and receivable transactions are closely related and represent inflows of resources2 to the government that are applicable to the reporting
period. Because revenue and receivable transactions are closely related, many
audit procedures satisfy the audit objectives of both types of accounts at the
same time. That is, evidence that supports assertions about revenues also
generally supports assertions about receivables. This chapter discusses accounting, financial reporting, and auditing considerations relating to various
transactions and events that result in revenues and receivables.

1
In general, this chapter does not discuss interfund transfers, loans, or reimbursements;
see chapter 9, “Interfund, Internal, and Intra-Entity Activity and Balances,” for those items. The
term revenue is used in a generic manner throughout much of this chapter to refer to the
resource inflows from other than interfund transfers that are reported in a government’s
activity statements. Governmental Accounting Standards Board (GASB) standards require
different classifications of those reported resource inflows in the various financial statements,
as discussed later in this chapter.
2
GASB Concepts Statement No. 4, Elements of Financial Statements, defines an inflow of
resources as the acquisition of net assets by the government that is applicable to the reporting
period. When net assets are obtained by a government, the acquisition of net assets occurs even
if those net assets are directly consumed when acquired. Acquisitions of net assets result in
either (a) an increase in assets in excess of any related increase in liabilities or (b) a decrease
in liabilities in excess of any related decrease in assets. Sale of taxable merchandise by a retailer
is an example of the acquisition of net assets by a government.
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Nature of Transactions
6.02 In government, there often are numerous locations for billing, accounting, and cash collection—for example, tax collection departments for income, sales,
or property taxes; billing departments for services rendered; courts for fines or
judgments; and recreational facilities and parking garages for user fees. Because
billing, accounting, and collection functions may not be centralized, an entity’s need
to establish multiple internal control systems related to those functions may
increase control risk over revenues and receivables. Also, cash collections of small,
occasional receipts, such as for permits and licenses, may increase inherent or
control risk or both.3 Sometimes a government’s revenues are collected by another
entity, either another government (such as a county tax collector or a tax bureau)
or a nongovernmental entity (such as a financial institution with which the
government contracts for lock-box services).
6.03 General-purpose governments typically have large amounts of revenues and receivables that result from nonexchange transactions, particularly
in governmental funds and activities. As defined in GASB Statement No. 33,
Accounting and Financial Reporting for Nonexchange Transactions, paragraph
1, in a nonexchange transaction, a government gives (or receives) value without
directly receiving (or giving) equal value in exchange. Examples of nonexchange
revenues are those that arise from income, sales, and property taxes; fines and
certain fees; certain intergovernmental grants, entitlements, and other financial assistance; and private donations.
6.04 Governments also have revenues and receivables that result from
exchange and exchange-like transactions, particularly in proprietary funds and
business-type activities. As defined in GASB Statement No. 33 paragraph 1,
exchange and exchange-like transactions are those in which each party receives
and gives up essentially equal values.4 Examples of exchange and exchangelike revenues are those that arise from investment income; user fees; and sales
and leases of capital assets.
6.05 Activities between the funds of a primary government and between
a primary government and its component units also may generate revenues and
receivables. For example, the general fund or internal service funds may
provide services to other funds—for example, communications (telephone and
mail), data processing, printing and duplication, motor pool and maintenance
operations, central supplies, building occupancy and maintenance, and risk
retention. Chapter 9, “Interfund, Internal, and Intra-Entity Activity and Balances,” discusses accounting, financial reporting and auditing considerations
for reporting those activities in the financial reporting entity’s financial statements. However, the measurement and recognition standards for some of the
transactions and other events discussed in or referenced from this chapter
apply to those activities, subject to the provisions concerning interfund, internal, and intra-entity activity and balances of GASB Statement No. 34, Basic
Financial Statements—and Management’s Discussion and Analysis—for State
and Local Governments, as amended. Although the provisions of GASB Statement No. 33, as amended by GASB Statement No. 36, Recipient Reporting for
3
Even small amounts of cash collections may be of concern to an auditor because of the entity’s
fiduciary responsibilities for the moneys and the adverse publicity that can result from a loss.
4
Footnote 1 of GASB Statement No. 33, Accounting and Financial Reporting for Nonexchange Transactions, states that “In contrast to a ‘pure’ exchange transaction, an exchange-like
transaction is one in which the values exchanged, though related, may not be quite equal or
in which the direct benefits may not be exclusively for the parties to the transaction.
Nevertheless, the exchange characteristics of the transaction are strong enough to justify
treating the transaction as an exchange for accounting recognition.”
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Certain Shared Nonexchange Revenues—an amendment of GASB Statement
No. 33, which are discussed in this chapter, do not apply to activities between
the funds of a primary government, they do apply to the recognition and
measurement of transactions between the primary government and its component units. However, the provisions of GASB Statement No. 34, as amended,
for interfund, internal, and intra-entity activity and balances affect how nonexchange transactions between the primary government and its component
units are reported when component units are included with the primary
government in the reporting entity’s financial statements.5
6.06 The revenue transactions of governments, particularly nonexchange
transactions, often are subject to various compliance requirements, such as the
following:

•

Many intergovernmental grants and entitlements and private donations have eligibility requirements, purpose restrictions, and other
requirements that the government should meet to comply with the
terms of the grant or gift.

•

Legal provisions often establish various limits on the government’s
taxation of its citizens. Property tax levies often are subject to a
budgetary process that requires public notification and hearings and
the passage of appropriations that limit the government’s spending
authority.

•

Sometimes, governments are required to obtain voter approval to
issue debt and levy property taxes to repay that debt.

•

Specific voter approval often is required before a local government
can impose or increase its sales or income tax rates, and those
approvals often are subject to purpose restrictions on the use of the
incremental revenues.

•

Some governments have legal provisions that limit their revenues or
their revenue growth, including limits on specific types of taxes, such
as millage rate maximums on property taxes. Exceeding those limits
may trigger a legal provision for tax refunds.

•

Special assessments collected from a particular group of property
owners should be used to finance capital improvements or services to
those property owners.

•

Many governments are permitted to seize or sell property for nonpayment of taxes, but there are legal provisions relating to the due
process procedures they should follow to do so.

Although a government should be concerned with all compliance requirements,
generally accepted auditing standards (GAAS) focus the auditor’s concern on
compliance requirements that could have a direct and material effect on the
determination of financial statement amounts. (See further discussion of the
auditor’s responsibility in that regard in chapter 4, “General Auditing Considerations.”)

5
Paragraph 61 of GASB Statement No. 34, Basic Financial Statements—and Management’s
Discussion and Analysis—for State and Local Governments, as amended, states that resource
flows between the primary government and blended component units should be reclassified as
internal activity in the financial statements of the reporting entity. Resource flows between a
primary government and its discretely presented component units should be reported as if they
were external transactions. However, amounts payable and receivable between the primary
government and its discretely presented component units or between those components should
be reported on a separate line.

AAG-SLV 6.06

168

State and Local Governments

6.07 Like other entities, governments have revenue collectibility concerns.
In government, legal provisions often are designed to improve the collectibility
of certain revenues, particularly tax revenues. For example, real property taxes
often are deemed to be fully collectible because of legal provisions that permit
the government to place a delinquent-tax lien against the property. Further,
some governments that levy income taxes have legal provisions that allow them
to apply overpayments that otherwise would be refunded to taxpayers against
unpaid receivables for the same type of taxes, other types of taxes, or other
amounts, such as utility service charges. However, for those legal provisions to
be effective in reducing uncollectible receivables, the government has to enforce
its legal rights. For example, a government that does not file liens against
properties with delinquent tax payments generally would be unable to seize or
sell that property to collect the delinquent revenue.
6.08 Amounts resulting from revenue transactions are classified in governmental financial statements in various ways. In the government-wide statement of activities, such amounts are classified as program revenues, general
revenues, contributions to term and permanent endowments, contributions to
permanent fund principal, special items, and extraordinary items. The governmental and proprietary fund financial statements report revenues by major
source and distinguish special items and extraordinary items from other revenues. Also, governmental funds distinguish revenues from other financing
sources. Proprietary funds separately distinguish operating revenues and nonoperating revenues from capital contributions and additions to term and permanent endowments. The fiduciary fund statement of changes in fiduciary net
position classifies transactions as additions rather than as revenues. In governmental financial statements, no resource inflows are reported as direct changes
in fund balance. See the detailed discussions of the classification of resource
inflows in a government’s financial statements in paragraphs 6.66–.82.

Accounting and Financial Reporting Considerations
6.09 This section on accounting and financial reporting considerations is
structured to discuss the following:

•
•
•
•

General recognition standards
Recognition standards for (a) nonexchange transactions, (b) exchange
transactions, (c) special assessments, and (d) amounts collected for
individuals, other entities, or other funds
Financial statement presentation for revenues and receivables
Disclosures in the notes to the financial statements

Accounting
General Recognition Standards
6.10 Revenue recognition is affected by a financial statement’s measurement
focus and basis of accounting (MFBA). The government-wide statement of activities; the proprietary funds statement of revenues, expenses, and changes in fund
net position; and the fiduciary funds statement of changes in fiduciary net position
use the economic resources and accrual MFBA. Because of the economic resources
measurement focus, revenue is reported for transactions and events involving not
only the receipt of cash but also the receipt of capital assets (that is, capital asset
donations). Because of the accrual basis of accounting, revenues and receivables
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resulting from exchange and exchange-like transactions are recognized in those
financial statements when the exchange takes place;6 revenues and receivables
from nonexchange transactions are recognized in conformity with GASB Statement No. 33, as amended, as explained in detail later in this chapter.
6.11 The governmental funds statement of revenues, expenditures, and changes
in fund balances uses the current financial resources and modified accrual MFBA.7
Because of the current financial resources measurement focus, governmental
funds do not report revenues for donations of capital assets unless the donated
assets are being held for sale.8 National Council on Governmental Accounting
(NCGA) Statement No. 1, Governmental Accounting and Financial Reporting
Principles, paragraph 62 establishes the standard for the modified-accrual recognition of revenues and other financial resource increments in governmental funds.
It states that revenues should be recognized in the accounting period in which they
become both measurable and available. Measurable refers to the ability to quantify
in monetary terms the amount of the revenue and receivable. The term available
generally means collectible within the current period or soon enough thereafter to
be used to pay liabilities of the current period.
6.12 The only difference between accrual-basis recognition of financial
resource inflows and modified accrual-basis recognition of financial resource
inflows relates to availability.9 GASB has not established specific standards
that prescribe a time period for the availability criterion, except for property tax
revenues as discussed in paragraph 6.30. However, many governments use the
property tax standard by analogy and accrue other revenues in governmental
funds based on the amount of the year-end receivables received in cash during
a given number of days after year end. Many governments apply this time
period approach consistently for all types of revenues and in all governmental
funds and apply it consistently from year to year.
6.13 With the modified accrual basis of accounting, revenues resulting from
exchange and exchange-like transactions are recognized when the exchange takes
place, subject to the measurable and available criteria. Revenues from nonexchange transactions are recognized in accordance with GASB Statement No. 33, as
amended, again, subject to the measurable and available criteria. Receivable
balances in the governmental funds are reported using the accrual basis of
accounting. Differences between the amounts reported as receivables and the
amounts recognized as revenues are reported as deferred revenues.
6
For accrual-based recognition purposes, revenue from exchange and nonexchange transactions should be measurable. See GASB Statement No. 33 paragraph 11 and, in the nonauthoritative “Basis for Conclusions,” paragraph 56.
7
Although transactions and other events associated with the governmental funds are
reported in the fund financial statements using the current financial resources and modified
accrual measurement focus and basis of accounting (MFBA), they are reported in the governmentwide financial statements using the economic resources and accrual MFBA, usually as governmental activities. That conversion from one MFBA to another is explained through the presentation in the governmental fund financial statements of a summary reconciliation to governmental
activities in the government-wide financial statements. See the further discussion of those
reconciliations in chapter 10, “Net Position and Financial Statement Reconciliations.”
8
The GASB Comprehensive Implementation Guide (GASB Q&A) item Z.33.22 states that,
in governmental funds, donated capital assets that are held for use are not recorded in the fund
as an asset or revenue. If a capital asset is donated to a government and is being held for sale,
it is recorded at its fair value at the date of donation as a fund asset and as revenue.
9
There are other differences between resource inflow recognition in the governmental funds
and that in a government’s other financial statements (such as in the government-wide financial
statements), but those differences arise from the differences in measurement focus, rather than
from differences in basis of accounting. That is, a measurement focus on economic resources
recognizes different transactions than does a measurement focus on current financial resources.
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6.14 All receivables should be measured net of estimated uncollectible
amounts. Charges for uncollectible revenues should reduce revenues, deferred
revenues, or the allowance for uncollectible revenues, as applicable; charges for
uncollectible revenues should not be reported as expenses. (These requirements
for reporting charges for uncollectible revenues are explained in GASB Statement No. 34 footnote 41, GASB Statement No. 33 paragraphs 16 and 18, and
the GASB Comprehensive Implementation Guide [GASB Q&A] item 7.40.3.)
(See also item Z.33.5 of the GASB Q&A for a discussion of the accounting for
uncollectible nonexchange revenues.)
6.15 The remainder of this section on the accounting for revenues primarily discusses how to recognize various types of revenues using the economic
resources measurement focus and accrual basis of accounting. In the governmental funds, the accrual-based recognition of revenue generally should be
modified for the availability criterion as discussed in paragraphs 6.11–.12. The
remainder of this section also discusses some specific accounting and financial
reporting requirements in governmental funds that go beyond the general
recognition standards for those funds.

Nonexchange Transactions
6.16 GASB Statement No. 33, as amended, establishes accounting and
financial reporting standards for nonexchange transactions. It identifies four
classes of nonexchange transactions based on shared characteristics that affect
the timing of recognition:
a. Derived tax revenues. These result from assessments imposed on
exchange transactions (for example, income taxes, sales taxes, and
other assessments on earnings or consumption).
b. Imposed nonexchange revenues. These result from assessments imposed on nongovernmental entities, including individuals, other than
assessments on exchange transactions (for example, property taxes
and fines).
c. Government-mandated nonexchange transactions. These occur when
a government at one level provides resources to a government at
another level and requires the recipient to use the resources for a
specific purpose (for example, federal programs that state or local
governments are mandated to perform).
d. Voluntary nonexchange transactions. These result from legislative or
contractual agreements, other than exchanges, entered into willingly
by the parties to the agreement (for example, certain grants and
private donations).
6.17 GASB Statement No. 33 paragraph 11, requires recognition of nonexchange transactions unless the transactions are not measurable or are not probable of collection. (GASB Statement No. 33 states that measurable means reasonably estimable and that probable means the future event(s) are likely to occur.)
Table 6-1 presents the asset and revenue recognition requirements for nonexchange transactions; resources received or reported as receivables before revenue
is recognized are reported as deferred revenues. Additional details about the
general recognition standards for nonexchange transactions are provided in paragraphs 6.18–.23. Table 6-1 provides references to the paragraphs in this chapter in
which the recognition for particular transactions types are discussed.
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Table 6-1
Asset and Revenue Recognition:
Nonexchange Transaction Reporting
Revenue Recognitiona,b

Class of
Nonexchange
Transaction

Asset
Recognition—
Both Accrual
and Modified
Accrual Bases
of Accounting

Accrual Basis
of Accounting

Modified
Accrual Basis
of Accounting

Derived tax
revenues, c
which generally
include income
and sales taxes
and similar
assessments on
earnings or
consumption
(paragraphs
6.24–.27)

•

Receivables
when underlying exchange
transaction
occurs or
cash when
the resources
are received,
whichever is
first

•

When the
underlying
exchange
occurs

•

When the
underlying
exchange
occurs, subject to
availability
criterion

Imposed
nonexchange
revenues, which
generally include
property taxes
(paragraphs
6.28–.30), fines
(see paragraph
6.39), and
certain fees
(paragraphs
6.40–.41)

•

Receivables
when the
government
has an enforceable legal claim to
the resources
or cash when
the resources
are received,
whichever is
first d

•

When use
of the resources is
required or
first permitted by
time requirements
e
in enabling legislation, or
at the
same time
as the assets if
there are
no time requirements

•

When use
of the resources is
required or
first permitted by
time requirements
e
in enabling legislation, or
at the
same time
as the assets if
there are
no time requirements,
subject to
availability
criterion
(continued)
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Asset and Revenue Recognition:
Nonexchange Transaction Reporting—continued
Revenue Recognitiona,b

Class of
Nonexchange
Transaction
Governmentmandated and
voluntary nonexchange transactions, f which
generally include
most intergovernmental revenues (paragraphs 6.31–.34)
and certain private donations
and promises
(pledges) of future donations
(paragraphs
6.36–.38), including endowments
(paragraph 6.35)
a

b

c

d

e

f

g

Asset
Recognition—
Both Accrual
and Modified
Accrual Bases
of Accounting
•

•

Receivables
when all
applicable
eligibility requirements g
are met or
cash when
the resources
are received,
whichever is
first
Promises
from nongovernmental
entities also
should be
verifiable

Accrual Basis
of Accounting
•

When all
applicable
eligibility
requirements g
are met
(For endowments, time
requirements are
met when
resources
are received. See
paragraph
6.35.)

Modified
Accrual Basis
of Accounting
•

When all
applicable
eligibility
requirements g
met, subject to
availability
criterion
(For endowments, time
requirements are
met when
resources
are received. See
paragraph
6.35.)

Purpose restrictions, which specify the purpose for which resources
should be used, do not affect when revenue from a nonexchange
transaction is recognized. Instead, they affect the reporting of equity.
See paragraph 6.18.
Deferred revenues should be reported for assets recognized before
revenue is recognized.
If derived tax revenues have time requirements, asset and revenue
recognition should be consistent with the requirements for imposed
nonexchange revenue transactions.
Paragraph 17 of GASB Statement No. 33 provides that for some governments, the enforceable legal claim to property taxes does not arise
until the period after the period for which the taxes are levied. Those
governments should recognize property taxes receivable in the same
period that revenues are recognized.
See paragraph 6.18 for a definition of time requirements. Note also
the presumption of time requirements for nonexchange transactions
between governments discussed in paragraph 6.20.
The recognition standards for government-mandated and voluntary
nonexchange transactions are the same despite the involuntary versus voluntary characteristics of the transactions.
See paragraph 6.19 for a listing of eligibility requirements.
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6.18 GASB Statement No. 33, as amended, distinguishes between two
kinds of stipulations on the use of resources: time requirements and purpose
restrictions. Time requirements specify the period (or periods) when resources
are required to be used or when use may begin, or require that the resources
be maintained intact as specified by the provider. Time requirements affect the
timing of recognition of nonexchange transactions. Purpose restrictions specify
the purpose for which the resources should be used. Purpose restrictions do not
affect when revenue from a nonexchange transaction is recognized; instead,
they affect the reporting of equity. (See chapter 10)
6.19 For government-mandated and voluntary nonexchange transactions,
the provider may establish eligibility requirements that affect the recognition
of revenue. The four types of eligibility requirements are as follows:
a. Required characteristics of recipients. The provider specifies certain
characteristics for the recipient or secondary recipient. For example,
under a certain federal program, recipients are required to be states
and secondary recipients are required to be counties.
b. Time requirements. See the definition in paragraph 6.18.
c. Reimbursements. The provider offers resources on a reimbursement
(expenditure-driven) basis and the recipient has incurred allowable
costs under the applicable program.
d. Contingencies (applies only to voluntary nonexchange transactions).
The provider offers resources contingent upon a specified action of
the recipient, and that action has occurred. For example, the recipient
is required to raise a specific amount of resources from third parties
or to dedicate its own resources for a specified purpose and has
complied with those requirements.
6.20 Sometimes a provider in a government-mandated or voluntary nonexchange transaction does not specify time requirements. If the provider is not
a government, no time requirement is presumed, and the entire award should
be recognized in the period when all of the applicable eligibility requirements
are met (applicable period). Conversely, if the provider is a government (including the federal government), GASB Statement No. 33, as amended, presumes a time requirement if one is not specified. The entire award should be
recognized in the period when all applicable eligibility requirements are met
(applicable period). The presumed applicable period is the immediate provider’s
fiscal year and begins on the first day of that year. (GASB chose the first day
of the immediate provider’s fiscal year because it is the effective date of that
government’s appropriation to disburse the resources.) If a provider government has a biennial budgetary process, each year of the biennium should be
considered a separate applicable period, and the recipients should allocate
one-half of the resources appropriated for the biennium to each applicable
period, unless the provider specifies a different allocation. The following example is provided in the nonauthoritative “Basis for Conclusions” of GASB
Statement No. 33—if a federal grant that a state passes through to counties
does not specify a time requirement, the applicable period for state revenue
recognition purposes begins on the first day of the federal fiscal year and the
applicable period for county revenue recognition purposes begins on the first
day of the state fiscal year.
6.21 Promises from nongovernmental entities to provide cash or other
assets are sometimes referred to as pledges, promises to give, or promised
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donations. Recipients of those promises should recognize revenues and receivables when all eligibility requirements are met, provided that the promise is
verifiable and the resources are measurable and probable of collection. (See the
additional discussion in paragraph 6.38 concerning promises of cash or other
assets for endowments and similar transactions.)
6.22 Paragraph 26 of GASB Statement No. 33, as amended, provides
guidance on the contravention of provider stipulations. After a nonexchange
transaction has been recognized in the financial statements, it may become
apparent that (a) the eligibility requirements are no longer met or (b) the
recipient will not comply with the purpose restrictions within the specified time
limit. In these circumstances, if it is probable that the provider will not provide
the resources or will require the recipient to return all or part of the resources
already received, the recipient should recognize a decrease in assets (or an
increase in liabilities) and an expense for the amount that the provider is
expected to cancel or reclaim. These contraventions of provider stipulations
differ from the uncollectible receivables discussed in paragraph 6.14 and thus
are not reported as revenue reductions. (Chapter 8 discusses the GASB standards for recognizing expenditures and liabilities in governmental funds.)
6.23 GASB Statements No. 33, as amended, and No. 36 illustrate the
application of their standards to various nonexchange transactions in nonauthoritative appendixes. Chapters 7 and Z of the GASB Q&A discuss various
issues relating to nonexchange transactions.

Income, Sales, and Similar Taxes
6.24 Income taxes, sales taxes, and other assessments on earnings or
consumption generally meet the definition of derived tax revenues. Consequently, under the accrual basis of accounting, revenues are recognized when
the underlying exchange transaction occurs, for example, when a retail sale is
made or when a taxpayer earns taxable income. Receivables for uncollected
revenues are reported when revenue is recognized. Tax payments received
before revenue can be recognized are reported as deferred revenues or as part
of a tax refund amount. (See paragraph 6.26.)
6.25 The nonauthoritative appendix of illustrative examples in GASB
Statement No. 33 indicates that, from a practical standpoint, a government will
likely base the amount to be recognized as sales or other consumption tax
revenues on total taxable activities reported or estimated for the weeks or
quarters that make up the government’s fiscal year. That appendix further
indicates that, from a practical standpoint, a government will likely base the
amount to be recognized as income tax revenue on the amount of withholding
and estimated tax payments made during the government’s fiscal year, adjusted
for post-fiscal-year final settlements (additional payments and refunds). Those
practical explanations do not change the standard for the recognition of those
revenues but, rather, recognize the application of materiality considerations. A
government that recognizes those revenues following the practical approaches
has to be able to demonstrate that the effects do not materially misstate the
revenue that would be recognized using the underlying event standard (for
example, because of a high number of unusual transactions).
6.26 Because of the timing of a government’s fiscal year in relation to the
taxpayers’ income tax year, many governments will have to estimate the final
settlement amounts for additional payments and refunds. GASB standards
provide no specific guidance for making those measurements. GASB standards
also do not address whether the estimated amount of taxes to be refunded
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should be reported as liabilities or, instead, as a reduction of related receivables.
Further, item Z.33.9 of the GASB Q&A indicates that sales and income taxes
and other resources to be recovered in tax audits should be recorded, if
measurable, in the same period as the underlying exchange regardless of when
they will be collected (subject to the availability criterion in governmental
funds).
6.27 For income, sales, and similar taxes reported in governmental funds,
the estimated amount of any taxes to be refunded should be reported in the
funds (either as liabilities or as a reduction of related receivables as discussed
in paragraph 6.26). Those amounts are reported in the governmental funds
(even though they may not be payable in the short term) because they arise
from reducing revenue as provided for in GASB Statement No. 33 paragraph
16 or from reducing deferred revenues.

Property Taxes
6.28 Property taxes, which are addressed in NCGA Statement No. 1, as
amended and interpreted by NCGA Interpretation No. 3, Revenue Recognition—
Property Taxes, GASB Statement No. 33, as amended, and GASB Interpretation
No. 5, Property Tax Revenue Recognition in Governmental Funds—an interpretation of NCGA Statement 1 and an amendment of NCGA Interpretation 3,
generally meet the definition of imposed nonexchange revenues. Consequently,
under the accrual basis of accounting, governments should recognize property
tax revenues in the period for which the taxes are levied, which often can be
determined through the budgetary process. (That is, property tax levies often
are made to finance a particular fiscal period.)
6.29 Property tax receivables should be reported the earlier of (a) when
revenue is recognized as discussed in paragraph 6.28 and (b) when the enforceable legal claim to the taxes arises, which generally is specified in enabling
legislation. Many governments refer to the date the enforceable legal claim
arises as the lien date (even though a lien is not formally placed on the property
at that date), whereas other governments use a different term, such as the
assessment date. Property tax payments received before revenues are recognized are reported as deferred revenues.
6.30 To modify property tax revenue recognition in governmental funds
for the availability criterion, NCGA Statement No. 1, as amended and interpreted, stipulates that available means “collected within the current period or
expected to be collected soon enough thereafter to be used to pay liabilities of
the current period.” However, the time after the current period should not
exceed sixty days unless there are unusual circumstances that justify a longer
period, and those circumstances are disclosed as discussed in paragraph 6.85.

Intergovernmental Revenues
6.31 Intergovernmental revenues, such as grants, entitlements, shared
revenues, and appropriations from a primary government to a component unit,
generally meet the definition of either government-mandated or voluntary
nonexchange transactions. (Some intergovernmental revenues may arise from
exchange or exchange-like transactions. For example, a county may house state
inmates in its correctional facility for a charge that essentially equals the value
the state receives from the service.) Although most intergovernmental revenues
involve the receipt of cash for operating purposes, some involve the receipt of
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capital assets or cash for capital purposes. The following recognition standards apply to the accrual-based recognition of intergovernmental revenues
from government-mandated and voluntary nonexchange transactions, regardless of the nature or purpose of the resources, except for resources received as
endowments and similar transactions as discussed in paragraph 6.35.
6.32 Under the accrual basis of accounting, governments should recognize
intergovernmental revenue from government-mandated and voluntary nonexchange transactions when all applicable eligibility requirements—required
characteristics of recipient, time requirements, reimbursements, and contingencies (for voluntary nonexchange transactions)—are met. (See paragraph
6.20 concerning the presumption of a time requirement if a governmental
provider does not specify a time requirement.) Receivables are reported at the
same time as revenue unless the payment already has been received. Items
Z.33.16 and Z.33.17 of the GASB Q&A discuss the effect of the provider
government’s appropriation process on the recognition of grant revenue.
6.33 GASB Statement No. 36 applies the revenue recognition requirements discussed in paragraph 6.32 to shared revenues regardless of whether
the provider government’s financing source for those amounts is derived tax
revenues or imposed nonexchange revenues. Some shared revenues require an
annual appropriation before they can be disbursed. In those situations, as
discussed in paragraph 6.20, the entire award should be recognized in the
period that begins on the first day of the provider government’s fiscal year,
provided that all other applicable eligibility requirements are met. Other
shared revenues do not require an annual appropriation but instead are
disbursed because of continuing appropriations. (Continuing appropriations
are appropriations that, once established, are automatically renewed without
further legislative action, period after period, until altered or revoked.) The
nonauthoritative appendixes to GASB Statement No. 36 explain that when a
provider government shares resources under a continuing appropriation, the
time eligibility requirement is continuously (automatically) met. Therefore,
those nonauthoritative appendixes explain, shared revenues that are remitted
to recipients under continuing appropriations should be recognized as the event
underlying the shared revenue source occurs (for example, shared sales taxes
are recognized as sales occur), subject to any other applicable eligibility
requirements. GASB Statement No. 36 states that in measuring the amount of
shared revenues disbursed through continuing appropriations, the recipients
may rely on periodic notification by the provider government of the accrualbasis information necessary for compliance. If notification by the provider
government is not available in a timely manner, recipient governments should
use a reasonable estimate of the amount to be accrued.
6.34 As discussed in paragraph 6.22, GASB Statement 33 paragraph 26
provides guidance on recognizing a decrease in assets or an increase in
liabilities if, in the period after a nonexchange transaction has been recognized,
it becomes apparent that eligibility requirements are no longer met or purpose
restrictions will not be met. In addition, if intergovernmental grant revenues
are subject to adjustment as, for example, when questioned costs from other
than not meeting eligibility requirements or purpose restrictions are identified
during a grant compliance audit, the government should consider whether a
loss contingency exists. If that is the case, the government should consider
whether a liability (or a decrease in receivables) should be recorded or whether
10
As discussed in paragraph 6.11 and footnote 8, governmental funds do not report
revenues for donations of capital assets unless the asset donated is being held for sale.
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disclosure (for example, of a material violation of a finance-related legal or
contractual provision) is required.

Endowments and Similar Transactions
6.35 In some government-mandated and voluntary nonexchange transactions, a provider transmits cash or other assets with the stipulation (time
requirement) that the resources cannot be sold, disbursed, or consumed until
after a specified number of years have passed or a specific event has occurred,
if ever. In the interim, the provider requires or permits the recipient to benefit
from the resources—for example, by investing or exhibiting them. Examples of
such transactions include permanently nonexpendable additions to endowments and other trusts; term endowments; and contributions of works of art,
historical treasures, and similar assets. Under the accrual basis of accounting,
GASB Statement No. 33 paragraph 22 and GASB Statement No. 34 paragraph
28 require revenues for these transactions to be recognized when the resources
are received, provided that all eligibility requirements have been met.11 For
these transactions, the time requirement is met as soon as the recipient begins
to honor the provider’s stipulation not to sell, disburse, or consume the resources and continues to be met for as long as the recipient honors that
stipulation. (If such works of art, historical treasures, or similar assets are not
capitalized as permitted by GASB Statement No. 34 paragraph 27, governments should recognize an expense equal to the amount of revenue recognized.)

Donations and Promises of Future Donations From
Nongovernmental Entities
6.36 Donations of cash or other assets from nongovernmental entities,
including individuals, are private donations. Private donations generally meet
the definition of voluntary nonexchange transactions. (Some private donations
may arise from exchange or exchange-like transactions. For example, a donor
may give a state university a research grant in return for patent rights to the
research results, which may be an exchange of essentially equal value.) Private
donations may be received with or without purpose restrictions or eligibility
requirements and may be received as promises of future donations.
6.37 Under the accrual basis of accounting, governments should recognize
receivables and revenues from private donations that are voluntary nonexchange transactions when all applicable eligibility requirements—required
characteristics of recipient, time requirements, reimbursements, and contingencies—
are met. Amounts received before the revenue recognition requirements are
met should be reported as deferred revenues.
6.38 Under the accrual basis of accounting, promises of future donations
from nongovernmental entities should be recognized as revenues and receivables when all eligibility requirements are met, provided that the promise is
verifiable and the resources are measurable and probable of collection. (Item
Z.33.19 of the GASB Q&A indicates that long-term receivables for nonexchange
revenues may be measured using either discounted present values or future
values.) However, promises of cash or other assets for endowments and similar
transactions (as discussed in paragraph 6.35) should not be recognized as
receivables or as revenues before the assets are received.

11

See footnote 10.
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Fines
6.39 Fines, for example, for violations of traffic or environmental laws,
generally meet the definition of imposed nonexchange revenues. Consequently,
under the accrual basis of accounting, receivables for fines should be recognized
when the government has an enforceable legal claim to the resources. (See the
discussion of the recognition of fines in item Z.33.10 of the GASB Q&A.)
Revenues should be recognized at the same time as the assets (amounts
received or receivables) or, if there are time requirements, in the period the use
of the resources is required or first permitted by those time requirements. Fines
that are received or receivable before revenue is recognized should be reported
as deferred revenues.

Nonexchange Fees
6.40 GASB Statement No. 33 paragraph 10 indicates that some nonexchange revenues may be termed fees or charges—terms normally used for
exchange and exchange-like transactions. Fees that arise from nonexchange
transactions generally meet the definition of imposed nonexchange revenues.
Consequently, under the accrual basis of accounting, receivables for nonexchange fees should be recognized when the government has an enforceable legal
claim to the resources. Revenues should be recognized at the same time as the
assets (amounts received or receivables) or in the period the use of the resources
is required or, if there are time requirements, first permitted by those time
requirements. Such fees received or receivable before revenue is recognized
should be reported as deferred revenues.
6.41 The GASB-established definitions of exchange and exchange-like
transactions, the guidance provided in item Z.33.2 of the GASB Q&A,12 and
professional judgment, depending on the facts and circumstances surrounding
the transactions, affect the determination of whether particular fees arise in
whole or in part from nonexchange transactions or, instead, exchange or
exchange-like transactions. To ensure intra- and inter-period consistency in
recognizing the revenue from particular fees as nonexchange or, instead, as
exchange and exchange-like transactions, governments usually establish policies or practices concerning such determinations. However, the determination
may make little practical difference in the absence of time requirements for the
use of the fee resources. When there are no time requirements, imposed
nonexchange revenues generally are recognized at essentially the same time as
exchange transaction revenues (that is, when the government has an enforceable legal claim to the resources versus when earned). (See also the section on
user fees starting at paragraph 6.47.)

Pass-Through Grants
6.42 Governmental entities often receive pass-through grants—grants
and other financial assistance to transfer to or spend on behalf of a secondary
recipient. All cash pass-through grants received by a government should be
reported in its financial statements. As a general rule, cash pass-through grants
should be recognized as revenue (using the provisions of GASB Statement No.
33, as amended) and expenses or expenditures in a governmental, proprietary,
or trust fund. In those infrequent cases in which a recipient government serves
only as a cash conduit as defined in GASB Statement No. 24, Accounting and
12
Item Z.33.2 of the GASB Q&A indicates that drivers’ licenses and business permits
generally are exchange or exchange-like transactions because the cost of a license or permit
does not exceed the value of the services and rights received in exchange.
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Financial Reporting for Certain Grants and Other Financial Assistance, paragraph 5, the pass-through grant should be reported in an agency fund.

On-Behalf Payments for Fringe Benefits and Salaries
6.43 GASB Statement No. 24 provides standards for recognizing the effect
of on-behalf payments for fringe benefits and salaries, which are direct payments made by one entity (the paying entity or paying government) to a
third-party recipient for the employees of another, legally separate entity (the
employer entity or employer government). For example, a state government
may make contributions directly to a pension plan for elementary and secondary schoolteachers employed in public school districts within the state. GASB
Statement No. 24 paragraph 8 requires the employer government to recognize
revenue and expenses or expenditures for on-behalf payments for fringe benefits and salaries. The amount the employer government should recognize as
revenue should equal the amounts that third-party recipients of the payments
received and that are receivable at year-end for the current fiscal year. The
amount the employer government should recognize as expenses or expenditures depends on whether the employer government is legally responsible for
the payment. See the additional requirements concerning the employer government accounting for such on-behalf payments in GASB Statement No. 24.
(Chapter 8 discusses the accounting and financial reporting for such on-behalf
payments by the paying government.)

Contributed Services
6.44 Governments often benefit from various contributed services. For
example, a small city without a police force may receive law enforcement
coverage from the state police, a state court may receive office space from
county governments, or a county library may use volunteers to supplement its
staff. Those services may be provided at no cost, or at a cost that is lower than
its value. Sometimes, contributed services arise from on-behalf payments—that
is, one entity may pay a third-party recipient to provide services to the
government. For example, a third party may pay telephone companies to
provide free Internet access to school districts. GASB has not established
standards that require a government to recognize revenue (or expenses or
expenditures) in its financial statements for contributed services (GASB Statement No. 33, as amended, specifically excludes contributed services from its
scope). Neither has GASB prohibited such recognition (although GASB Statement No. 29, The Use of Not-for-Profit Accounting and Financial Reporting
Principles by Governmental Entities, prohibits enterprise funds from applying
the guidance in FASB Statement No. 116, Accounting for Contributions Received and Contributions Made, which does address the recognition of revenue
for certain contributed services).

Exchange Transactions
6.45 Under the accrual basis of accounting, revenues that result from
exchange and exchange-like transactions are recognized when the exchange
takes place. Paragraphs 23–28 in GASB Statement No. 62, Codification of
Accounting and Financial Reporting Guidance Contained in Pre-November 30,
1989 FASB and AICPA Pronouncements, as amended, provide guidance on
revenue recognition for exchange transactions.
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Investment Earnings
6.46 Chapter 5 discusses the accounting, financial reporting, and auditing
considerations for investment earnings.

User Fees
6.47 Governments have fees that result from exchange and exchange-like
transactions. Such fees are referred to as user fees and may include amounts
charged for the use of various services, such as

•

public utilities (for example, water, sewer, gas, electric, storm water,
and trash disposal).

•

recreation and cultural operations (for example, sports facilities,
convention centers, swimming pools, golf courses, and amusement
parks).

•

public facilities (for example, parking garages, toll roads and bridges,
airports, and docks).

6.48 As discussed in paragraph 6.41, the GASB-established definitions of
exchange and exchange-like transactions, the guidance provided in item Z.33.2
of the GASB Q&A,13 and professional judgment, given the facts and circumstances surrounding the transactions, affect the determination of whether
certain fees arise in whole or in part from nonexchange transactions or, instead,
exchange or exchange-like transactions. This may affect, for example, regulatory and professional license and permit fees, system development fees, and
impact fees. (System development fees are charged to join or extend an existing
utility system; they also are known as tap or connection fees. System development fees may relate to the cost to physically connect to the system, or they may
substantially exceed the cost to connect. Governments charge property developers impact fees to help defray the government’s costs that result from
increased development.)
6.49 Some user fees are billed and collected essentially at the same time
they are earned, such as fees for some parking garages or toll roads. Other user
fees, such as charges for some electric, water, and gas utility services, are billed
and collected after the service is delivered (and thus after the exchange takes
place). Still other user fees, such as charges for some sewer and trash utility
services, are billed and collected before the service is delivered (and thus before
the exchange takes place). When user fees are not billed and collected at the
same time they are earned, a government may need to record receivables for
billed services or liabilities for advance payments, depending on whether the
fees are earned before they are billed and collected or vice versa. (See also the
discussion in chapter 8 concerning customer and developer deposits.) Further,
depending on the billing characteristics, the amounts reported as receivables
may need to go beyond simply the amounts billed but not collected. For example,
if utility customers are billed at the end of each quarter based on actual (not
estimated) meter readings, but the meter readings are spread evenly throughout the quarter, an average of forty-five days’ service for the entire customer
base is unbilled at the end of the accounting period. Also, consideration may be
required as to the characteristics of the billing period, such as seasonal usage.
6.50 A government may apply the provisions of paragraphs 477–500 of
GASB Statement No. 62 to activities reported in business-type activities that
have regulated operations that meet all of the criteria in paragraph 476 of GASB
13

See footnote 12.
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Statement No. 62. If some of a business-type activity’s operations are regulated
and meet the criteria of paragraph 476 of GASB Statement No. 62 and the entity
elects to apply paragraphs 477–500 of GASB Statement No. 62, those provisions
should be applied to only that portion of the business-type activity’s operations.
Authoritative accounting pronouncements that apply to business-type activities
in general also apply to regulated business-type activities. However, regulated
business-type activities subject to paragraphs 477–500 of GASB Statement No.
62 should apply those paragraphs instead of any conflicting provisions of standards in other authoritative pronouncements. GASB Statement No. 62 permits
enterprise funds and business-type activities to continue applying, as other
accounting literature, post-November 30, 1989, FASB pronouncements that do
not conflict with or contradict GASB pronouncements.
6.51 Generally, the type of regulation covered by Paragraphs 480–483 of
GASB Statement No. 62 permits rate (prices) to be set at levels intended to
recover the estimated costs of providing regulated services or products. In
rate-regulated enterprises, revenues intended to cover some costs are provided
either before or after the costs are incurred. If regulation provides assurance
that incurred costs will be recovered in the future, enterprises are required to
capitalize those costs. If current recovery is provided for costs that are expected
to be incurred in the future, enterprises are required to recognize those current
receipts as liabilities. (See the further discussion of the accounting for regulated
operations in the section on utilities in chapter 12, “Special Purpose and State
Governments.”)

Risk Financing Activities
6.52 Chapter 8 discusses the accounting, financial reporting, and auditing
considerations for an entity’s risk financing activities, including recognition of
(a) interfund charges received by the general fund or internal service funds that
account for those risk financing activities and (b) insurance recoveries. In
addition, chapter 12 discusses the accounting, financial reporting, and auditing
considerations for public entity risk pools, including revenue recognition.

Defined Benefit Pension Plan and OPEB Plan Contributions
6.53 Chapter 12 discusses the accounting, financial reporting, and auditing considerations for certain postemployment benefit plans, including contributions received by defined benefit pension plans and postemployment benefit
plans other than pension plans.

Sales and Leases of Capital Assets
6.54 Reported amounts arising from sales of capital assets should be
recognized when the exchange takes place; that is, when title to the
property transfers. In the government-wide, proprietary fund, and fiduciary
fund financial statements, the amount recognized should be the difference
between the sales price of the asset and its carrying amount. As shown in
the nonauthoritative illustrative financial statements in appendix 7-1 to
the GASB Q&A, the amount recognized in the governmental fund financial
statements generally is the proceeds from the sale of the asset. Proceeds
from the sale of general capital assets normally are recorded in the general
fund, although some bond indentures, state or local laws, or grant contracts
may require that the proceeds be recorded in a related debt service fund,
special revenue fund, or capital projects fund.
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6.55 The accounting and financial reporting for lease agreements is
described in paragraphs 211–271 of GASB Statement No. 62 and NCGA
Statement No. 5, Accounting and Financial Reporting Principles for Lease
Agreements of State and Local Governments, as amended. Chapter 7, “Capital
Assets” and chapter 8 discuss the accounting and financial reporting for capital
and operating leases, respectively, when the government is the lessee. Those
chapters provide certain details on the provisions of NCGA Statement No. 5, as
amended, GASB Statement No. 13, Accounting for Operating Leases With
Scheduled Rent Increases, and GASB Statement No. 62. The chapter 12 section
on financing authorities discusses leases between a primary government and
its component units.)
Update 6-2 Accounting and Reporting: Technical Corrections
GASB Statement No. 66, Technical Corrections—2012—an amendment of GASB
Statements No. 10 and No. 62, issued in March 2012, is effective for periods
beginning after December 15, 2012. Earlier application is encouraged. In the
first period this statement is applied, changes should be treated as an adjustment of prior periods and financial statements presented for the periods
affected should be restated.
This statement amends GASB Statement No, 10, Accounting and Financial
Reporting for Risk-Financing and Related Insurance Issues, by removing the
provision that limits fund-based reporting of an entity’s risk financing activities
to the general fund and the internal service fund type. This statement also
amends GASB Statement No. 62 by modifying specific guidance on (1) operating lease payments that vary from a straight-line basis, (2) purchases of a
loan or group of loans, and (3) servicing fees.
For more information about the effects of GASB Statement No. 66 upon its
implementation, a summary of this standard is included in section A.03 in
appendix A, “Guidance Updates.

Sales of Receivables and Future Revenues
6.56 GASB Statement No. 48, Sales and Pledges of Receivables and Future
Revenues and Intra-Entity Transfers of Assets and Future Revenues, as amended,
provides standards on recognizing and displaying sales of existing governmental receivables (for example, delinquent property taxes) and sales of future
revenues, such as future revenues due from commercial tobacco companies as
a result of a settlement of a lawsuit brought by the states.14 GASB Statement
No. 48 discusses exchanges by governments of interests in their expected cash
flows from collecting specific receivables or specific future revenues for immediate cash payments. The statement provides standards for determining whether
such exchanges should be classified as sales or as collateralized borrowing
14
GASB Technical Bulletin (TB) No. 2004-1, Tobacco Settlement Recognition and Financial
Reporting Entity Issues, paragraphs 16–23 were superseded by GASB Statement No. 48, Sales
and Pledges of Receivables and Future Revenues and Intra-Entity Transfers of Assets and
Future Revenues. However, entities that consummated transactions that qualify as sales of such
revenues prior to the effective date of GASB Statement No. 48—financial statements for periods
beginning after December 15, 2006—do not have to retroactively apply the deferral provisions
in paragraph 14 of the statement. The practical effect of that provision is that entities that
previously recognized all of the revenue from the sale of tobacco settlement revenues upon their
sale do not have to restate their financial statements to defer the revenue from the sale that
otherwise would be required by GASB Statement No. 48. Chapter 12, “Special Purpose and
State Governments,” of this guide (in the section on state governments) discusses the provisions
of GASB TB No. 2004-1, including the recognition of assets and revenue for tobacco settlement
resources prior to the effective date of GASB Statement No. 48.
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transactions. The statement further provides that assets and future revenues
transferred in an intra-entity transaction should be reported at their carrying
value; that is, they should not be revalued (see chapter 9 for further discussion
of the provisions of GASB Statement No. 48 that relate to intra-entity sales of
receivables and future revenues).
6.57 GASB Statement No. 48 makes a basic distinction between sales of
receivables and future revenues and the pledging of receivables and future
revenues to repay a borrowing (a collateralized borrowing). It establishes that
a transaction is a collateralized borrowing unless it meets criteria that demonstrate that the government is no longer actively involved with the receivables
or future revenues it has transferred to the other party. Paragraphs 6–10 of
GASB Statement No. 48 set forth the criteria for determining that a government does not continue to be involved.
6.58 If a transaction does not meet the criteria to be a sale, the government pledging the receivables or future revenues should report the proceeds it
receives as a liability, not as revenue. It continues to report pledged receivables
as assets and pledged revenues as revenues, as appropriate under generally
accepted accounting principles (GAAP). The liability is reduced as cash is
collected from the pledged receivables or revenues and transferred to the other
party. If the other party to the transaction—the lender (transferee)—also is a
government, it should report a receivable for the amounts paid to the pledging
government. The receivable is reduced as the government transferee receives
the payments from the pledging government.
6.59 As noted in paragraphs 11–12 of GASB Statement No. 48, receivables
that are sold should be removed from the assets in the selling government’s
financial statements. If there is a difference between the proceeds received by
the selling government and the amount of the receivables reported on its
financial statements (the carrying value), the difference is reported as a gain
or loss in the accrual-based financial statements (and as revenue in the
modified-accrual-based governmental fund financial statements). If the buyer
of a receivable is a government that is not a part of the selling government’s
financial reporting entity, it adds a receivable to its financial statements equal
to the purchase price.
6.60 As noted in paragraphs 13–14 of GASB Statement No. 48, in a sale
of future revenues, rather than being reported as revenue at the time of the
sale, the proceeds from the sale of a future revenue source generally will be
reported as deferred revenue and recognized over the life of the sale agreement.
In each year of the agreement, a portion of the deferred amount would be
recognized as revenue The purchasing government in a sale of future revenues
(if it is not part of the reporting entity of the selling government) recognizes the
acquisition at cost and amortizes the amount over the life of the agreement and
realizes receivables and revenue when the recognition criteria under GAAP are
met—the revenue stream now belongs to the purchasing government. Paragraph 16 of GASB Statement No. 48 discusses amortization of the deferred
amounts.

Special Assessments
6.61 Service-type special assessments usually involve the provision of basic
or additional services to property owners on an assessment basis. The types of
services provided under these arrangements include street lighting and street
cleaning, weed cutting, and snow removal. Service-type special assessments that
are exchange or exchange-like transactions should be accounted for like user fees

AAG-SLV 6.61

184

State and Local Governments

in that accrual-based revenue should be recognized when the exchange takes
place. Revenues from service-type special assessments that are nonexchange
transactions should be recognized in accordance with the guidance in GASB
Statement No. 33, as amended. For the fund financial statements, GASB Statement No. 6, Accounting and Financial Reporting for Special Assessments, paragraph 14 states that service-type special assessment transactions should be
reported in the fund type that best reflects the nature of the transactions, usually
the general fund, a special revenue fund, or an enterprise fund.
6.62 Governments sometimes provide capital improvements to benefit a
particular group of property owners rather than the general citizenry by
creating special assessment districts, providing or arranging financing, and
billing and collecting the assessments. The payments made by the property
owners who benefit are known as capital improvement special assessments.
The receipt of capital improvement special assessments and the payment of the
related debt are accounted for differently depending on whether the government is obligated in some manner to assume the payment of related debt
service in the event of default by the property owners, as defined in GASB
Statement No. 6 paragraph 16. If the government is not obligated in some
manner to assume the payment of special assessment debt if property owners
default, the receipt of the assessments and the payment of the related debt are
accounted for in an agency fund.
6.63 However, if the government is obligated in some manner to assume
the payment of special assessment debt in the event of default by the property
owners, GASB Statement No. 6 paragraph 15 states that the receipt of the
assessments and the payment of the related debt should be reported in a debt
service fund, if one is required by NCGA Statement No. 1 paragraph 30.
Revenue from capital improvement special assessment transactions that are
exchange or exchange-like transactions should be recognized on the accrual
basis of accounting. Capital improvement special assessment receivables should
be reported at the time of the levy. (See the additional discussion of capital
improvement special assessment capital assets in chapter 7, “Capital Assets,”
and special assessment debt in chapter 8.)

Amounts Collected for Individuals, Other Entities, or Other Funds
6.64 Some governments collect and distribute cash and other assets for
the benefit of individuals or other entities, including other governments. As
examples, a state social services department may collect child support payments from noncustodial parents to distribute to custodial parents, or a county
tax collector may collect property taxes from property owners and distribute
those taxes among the taxing jurisdictions within the county. Such transactions
often are reported in private-purpose trust funds or agency funds. Privatepurpose trust funds generally are distinguished from agency funds by the
existence of a trust agreement, the degree of management involvement, and the
length of time that the resources are held. Private-purpose trust and agency
funds use the accrual basis of accounting to recognize resource inflows. (See the
further discussion of these fund types in chapter 2.)
6.65 Agency funds involve accounting for amounts held as an agent for only
individuals, private organizations, or other governments. Agency funds should
not be used to report resources that support the government’s own programs. If
an agency fund is being used as a clearing account to distribute financial
resources to other funds (as well as other entities), then, the portion that pertains
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to other funds of the government should be reported as assets in the appropriate
funds, not in agency funds (GASB Statement No. 34 paragraph 111).

Activity Statement Classifications
Government-Wide Statement of Activities
6.66 GASB Statement No. 34, as amended, requires reported resource
inflows to be classified as program or general revenues unless they are required
to be classified as contributions to term and permanent endowment principal,
contributions to permanent fund principal, special items, or extraordinary
items. See the GASB-established formatting requirements for the governmentwide statement of activities in chapter 2.
6.67 GASB Statement No. 34 paragraph 47 provides general rules for
whether four basic sources of revenues are considered program or general
revenues, as indicated in table 6-2:

Table 6-2
Program or General Revenues
Revenue Source

Revenue Type

Those who purchase, use, or
directly benefit from the program’s
goods or services

Always program revenue

Parties outside the reporting
government’s citizens as a whole

Program revenue if restricted to a
specific program; general revenue
if unrestricted

All the reporting government’s
taxpayers

Always general revenue, even if
restricted to a specific program

The governmental entity itself, for
example, through investing

Usually general revenue

6.68 Program revenues derive directly from the program itself or from
parties outside the reporting government’s taxpayers or citizens as a whole.
Program revenues are separately classified in three categories—(a) charges for
services, (b) program-specific operating grants and contributions, and (c) programspecific capital grants and contributions:15

•

Charges for services include transactions in which customers, applicants, or others purchase, use, or directly benefit from the goods,
services, or privileges provided, or are otherwise affected by the
services. Examples include charges for specific services, such as water
use or trash collection; licenses and permits (such as dog licenses,
liquor licenses, and building permits); assessments for street cleaning
or special street lighting; fines and forfeitures; and payments from
other governments that are exchange transactions. This type of
program revenue should be reported in the function that generates

15
Paragraph 48 of GASB Statement No. 34, as amended, indicates that more than one
column may be used to display components of a program revenue category. Further, governments may use more descriptive category headings to explain the types of program revenues
being reported.
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the revenue, even if the revenue’s use is restricted to another program. If it is difficult or impractical to identify the function that
generates a program revenue, GASB Statement No. 34, as amended,
requires the government to adopt a classification policy for assigning
those revenues to a function and to apply that policy consistently.

•

Program-specific operating and capital grants and contributions
include revenues that arise from government-mandated and voluntary nonexchange transactions with other governments, organizations, or individuals that are restricted for use in a particular
program. This type of program revenue should be reported in the
function to which the revenue’s use is restricted. Capital grants and
contributions consist of capital assets or resources that are restricted
for capital purposes—to purchase, construct, or renovate capital
assets associated with a specific program. Grants and contributions
that may be used either for operating expenses or for capital expenditures of the program at the discretion of the reporting government
should be reported as operating grants.

6.69 Multipurpose grants (those that provide financing for more than one
program) should be reported as program revenue if the amounts restricted to
each program are specifically identified in either the grant award or the grant
application on which the award was based. Multipurpose grants that do not
provide for specific identification of the programs and amounts should be
reported as general revenues. (Item 7.34.3 of the GASB Q&A discusses the
classification of revenue from program-restricted multipurpose grants when an
entity reports its operations in functional categories.)
6.70 All revenues are general revenues unless they are required to be
reported as program revenues, contributions to term and permanent endowments, contributions to permanent fund principal, special items, or extraordinary items. All taxes, even those that are levied for a specific purpose, are
general revenues and should be reported by type of tax, for example, sales tax,
property tax, franchise tax, income tax. (GASB Q&A items 7.36.1–7.36.2
explain that special assessments, unlike property taxes, are considered program revenues rather than general revenues.) General revenues should be
reported after the total net expense of the government’s functions.
6.71 Contributions to term and permanent endowments, contributions to
permanent fund principal, special items, and extraordinary items each should
be reported after the total net expense of the government’s functions. According
to paragraph 56 of GASB Statement No. 34 and GASB Q&A item 7.43.2, special
items differ from extraordinary items in two ways. Special items should be
within the control of management and are required to be only unusual in nature
or infrequent in occurrence but not both. Special items are to be reported before
extraordinary items. Conversely, extraordinary items are not required to be
within the control of management but are required to be both unusual in nature
and infrequent in occurrence. Paragraphs 45–49 of GASB Statement No. 62
provide guidance for special and extraordinary items and include the following
criteria which should be met to classify an event or transaction as either
unusual in nature or infrequent in occurrence.
a. Unusual nature—the underlying event or transaction should possess
a high degree of abnormality and be of a type clearly unrelated to, or
only incidentally related to, the ordinary and typical activities of the
government, taking into account the environment in which the
government operates.
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b. Infrequent in occurrence—the underlying event or transaction should
be of a type that would not reasonably be expected to recur in the
foreseeable future, taking into account the environment in which the
government operates.
GASB Q&A item 7.43.3 provides examples of special and extraordinary items.
6.72 The classification requirements for resource inflows apply to all
amounts reported in the statement of activities, including amounts reported for
discretely presented component units. However, because GASB Statement No.
34, as amended, does not require special-purpose governments engaged only in
business-type activities to present government-wide financial statements (see
chapter 12), those classifications may not be presented in the stand-alone
financial statements of certain component units. Some primary governments
may require their component units to include that information in their basic
financial statements or in the footnotes, so that audited information is available
for the reporting entity’s financial statements. Other governments will infer
that information from the component unit financial statements as discussed in
item 7.26.6 of the GASB Q&A.
6.73 Chapter 7 of the GASB Q&A provides additional examples of the
classification of specific types of revenues as program revenues or general
revenues.

Governmental Fund Statement of Revenues, Expenditures, and
Changes in Fund Balances
6.74 NCGA Statement No. 1 paragraph 110, provides that governmental
fund revenues should be classified in the statement of revenues, expenditures,
and changes in fund balances by major revenue source, such as taxes, licenses
and permits, intergovernmental revenues, charges for services, fines and forfeits, and miscellaneous. Revenues may be further classified by organization
units—departments, bureaus, divisions, or other administrative agencies. Certain resource inflows are reported as other financing sources. Sales of capital
assets are reported as other financing sources unless the sale meets the criteria
for reporting as a special item (see paragraph 6.71 for the definition of special
items). Other financing sources also are reported for the financing of capital
assets under capital leases and the issuance of debt, as discussed in chapters
7 and 8, respectively. See the GASB-established formatting requirements for
the governmental fund statement of revenues, expenses, and changes in fund
balances in chapter 2.
6.75 Special and extraordinary items (see paragraph 6.71 for definitions),
including those resulting from resource inflows, should be reported separately
after “other financing sources and uses.” If both special and extraordinary items
occur during the same period, they should be reported separately within a
“special and extraordinary items” classification.

Proprietary Fund Statement of Revenues, Expenses, and Changes
in Fund Net Position
6.76 GASB Statement No. 34 paragraph 100 requires the proprietary fund
statement of revenues, expenses, and changes in fund net position to

•
•

report revenues by major source.
report revenues either (a) net of discounts and allowances with
disclosure of the discount or allowance amount parenthetically on the
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face of the statement or in a note to the financial statements or
(b) gross with the related discounts and allowances reported directly
beneath the revenue amount.

•

distinguish between operating and nonoperating revenues and expenses (as discussed in paragraphs 6.77–.79).

•

report revenues from capital contributions and additions to the
principal of permanent and term endowments and special and extraordinary items, including those resulting from resource inflows,
separately after nonoperating revenues and expenses.

Also see the GASB-established formatting requirements for the proprietary
fund statement of revenues, expenses, and changes in fund net position in
chapter 2.
6.77 GASB Statement No. 34 paragraph 102 states that governments
should establish a definition of operating revenues and expenses that is
appropriate to the nature of the activity being reported. It also states that a
consideration for defining operating revenues and expenses is how individual
transactions are categorized in the fund’s statement of cash flows. Those
general guidelines tie a proprietary fund’s operating revenues and expenses to
its main purpose. For example, greens fees and the expenses associated with
maintaining the course could be operating revenues and expenses for a golf
course, whereas water billings and the expenses associated with providing the
water could be operating revenues and expenses for a water utility.16
6.78 GASB Statement No. 34 paragraph 102 and footnote 42 indicate that
nonoperating revenues generally should include revenues from taxes, certain
nonexchange fees and charges, and interest. Nonoperating revenues also generally should include revenues from appropriations between primary governments and their component units, contributions, grants, entitlements, and
shared revenues for operating purposes or that may be used, at the recipient’s
discretion, for either operating purposes or capital outlay.17 However, those
types of revenue should be classified as operating revenue when they meet the
definition of operating revenue that is appropriate to the nature of the activity
as explained in paragraph 6.77. For example, footnote 42 to GASB Statement
No. 34 states that interest revenue and expense transactions should be reported
as operating revenue and expense by a proprietary fund established to provide
loans to first-time homeowners. Similarly, GASB Statement No. 9, Reporting
Cash Flows of Proprietary and Nonexpendable Trust Funds and Governmental
Entities That Use Proprietary Fund Accounting, paragraph 17 states that cash
inflows from operating activities include cash receipts from grants for specific
activities that are considered to be operating activities of the grantor government. (A grant arrangement of this type is essentially the same as a contract
for services.) If a government classifies certain grants in its statement of cash
flows as cash inflows from operating activities, it may be appropriate to classify
those same grants as operating revenues.
6.79 The classification of system development fees (see paragraph 6.48)
differs among entities. In some instances, fees related to the physical connection
to the system are recorded as operating income, and the related costs are
expensed. In other cases, amounts assessed that substantially exceed the cost
16

Chapter 2 of the GASB Q&A provides additional guidance on reporting cash flows.
Items 7.72.8 and 7.73.2 of the GASB Q&A support this classification requirement. Those
items also indicate that revenues that are restricted for the acquisition or construction of
capital assets should be classified as capital contributions, reported separately after nonoperating revenues and expenses, not as nonoperating revenues.
17
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to connect are recorded as capital contributions, reported separately after
nonoperating revenues and expenses, or the entire fee is recorded as nonoperating revenue.
6.80 GASB Statement No. 48 discusses exchanges by governments of
interests in their expected cash flows from collecting specific receivables or
specific future revenues for immediate cash payments. The statement provides
standards for determining whether such exchanges should be classified as sales
or as collateralized borrowing transactions. The statement further provides
that assets and future revenues transferred in an intra-entity transaction
should be reported at their carrying value; that is, they should not be revalued.
Paragraph 21 of GASB Statement No. 48 requires certain disclosures related
to future revenues pledged or sold. Further, the GASB Q&A provides questions
and answers, items Z.48.1–Z.48.3, clarifying revenue aspects of implementing
GASB Statement No. 48. See the discussion of the provisions of GASB Statement No. 48 in paragraphs 6.56–.60.

Fiduciary Fund Statement of Changes in Fiduciary Net Position
6.81 The fiduciary fund statement of changes in fiduciary net position
classifies all resource inflows as additions, not as revenues. Chapter 12 discusses specific provisions for the classifications of additions in the statement of
changes in plan net position for defined benefit pension plans and postemployment healthcare plans.
6.82 Agency funds are not reported in the statement of changes in
fiduciary net position. However, a combining statement of changes in assets and
liabilities for all agency funds should be presented as supplementary information other than required supplementary information, referred to in this guide
as “GASB defined” SI when a Comprehensive Annual Financial Report is
presented. (Chapters 4 and 14, “Audit Reporting,” discuss the auditor’s responsibility for and reporting on “GASB defined” SI.)18

Financial Position Statement Classifications
6.83 All receivables should be reported net of estimated uncollectible
amounts. Applying the provisions of GASB Statement No. 62 paragraph 33 the
allowance for estimated uncollectible receivables should be disclosed in the face
of the financial statement (either parenthetically or as a separate line item) or
in the notes to the financial statements.
6.84 GASB Statement No. 34, as amended, provides guidance relating to
reporting restricted assets, including restricted receivables, in the governmentwide and proprietary fund financial statements. See the discussion of those
requirements in chapter 2.

Disclosures
6.85 The following are among the disclosures, not noted elsewhere in this
chapter, that are required for revenues and receivables:19
18
This guide uses the term “GASB defined” SI to refer to supplementary information other
than required supplementary information. See chapter 2, “Financial Reporting,” for more
information.
19
Making disclosures for discretely presented component units is a matter of professional
judgment, as discussed in chapter 3, “The Financial Reporting Entity.”
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•

The accounting policies used for recognizing revenues (NCGA Statement No. 1 paragraph 69, and GASB Statement No. 62 paragraphs
90–93)

•

A description of the types of transactions included in program revenues in the statement of activities (GASB Statement No. 34 paragraph 115)

•

Nonexchange revenues that are not recognizable because they are
not measurable (GASB Statement No. 33 paragraph 11)

•

Various data concerning property taxes as provided in NCGA Interpretation No. 3 paragraph 11, including details of the governmental
unit’s property tax calendar (such as lien dates, levy dates, due dates,
and collection dates)

•

The length of time used to define available for purposes of revenue
recognition in the governmental fund financial statements (GASB
Statement No. 38, Certain Financial Statement Note Disclosures,
paragraph 7)

•

If, because of unusual circumstances, the facts justify using a period
greater than sixty days as the availability period for the modified
accrual recognition of property taxes, the period being used and the
facts that justify it (NCGA Interpretation No. 3 paragraph 8)

•

Paragraphs 21–22 of GASB Statement No. 48 require certain disclosures about revenues pledged to collateralize debt and about sales of
future revenue streams.

•

The policy for defining operating and nonoperating revenues of
proprietary funds (GASB Statement No. 34 paragraphs 102 and 115)

•

Details about receivables aggregated in the financial statements
when those aggregations obscure significant components of the receivables (GASB Statement No. 38 paragraph 13)

•

Significant receivable balances not expected to be collected within
one year of the financial statement date (GASB Statement No. 38
paragraph 13)

•

The amounts recognized as revenue for on-behalf payments for fringe
benefits and salaries and, for those on-behalf payments that are
pension plan contributions for which the entity is not legally responsible, the names of the plan and of the entity that makes the
contributions (GASB Statement No. 24 paragraph 12)

•

The amount of special assessment receivables that are delinquent, if
not separately displayed on the face of the financial statements
(GASB Statement No. 6 paragraph 20)

•

Any significant transactions or other events that are either unusual
or infrequent but not within the control of management (GASB
Statement No. 34 paragraph 56)

Auditing Considerations
6.86 The audit objectives for the revenues and receivables (and for deferred revenues, which represent the difference between revenue and amounts
received or receivable) of each opinion unit, categorized by financial statement
assertion, are as follows:
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Assertions about classes of transactions and events for the period
under audit:

—

Occurrence. Reported revenues represent amounts relating to
the period and pertain to the government.

—

Completeness. The financial statements report all revenues
relating to the period.

—

Accuracy. Revenue amounts and other data relating to recorded
revenue transactions and events have been recorded appropriately.

—

Cutoff. Revenue transactions and events have been recorded in
the correct accounting period.

—

Classification. Revenue transactions and events have been
recorded in the proper accounts.

Assertions about account balances at the period end:

—

Existence. Reported receivables represent amounts uncollected
as of the end of the period. Reported deferred revenues represent amounts received or receivable that have not met the
criteria for revenue recognition.

—

Rights and obligations. The financial statements properly reflect conditions and agreements that affect the government’s
receivables and deferred and unearned revenues as of the end
of the period.

—

Completeness. The financial statements report all receivables
and deferred and unearned revenues as of the end of the period.

—

Valuation and allocation. Receivables and deferred and unearned revenues are reported at the proper amounts.

Assertions about presentation and disclosure:

—

Occurrence and rights and obligations. Disclosed revenue, receivables, and deferred and unearned revenue events and transactions have occurred and pertain to the government.

—

Completeness. All disclosures relating to revenues, receivables,
and deferred and unearned revenues that should have been
included in the financial statements have been included.

—

Classification and understandability. Financial information
relating to revenues, receivables, and deferred and unearned
revenues is appropriately presented and described and disclosures are clearly expressed.

—

Accuracy and valuation. The financial statements properly
classify, describe, and disclose revenues, deferred and unearned
revenues, and receivables, including classification in the proper
fund and activity. Financial statement presentation and disclosure are made in conformity with GAAP, consistently applied. Financial and other information pertaining to revenues,
receivables, and deferred and unearned revenues is disclosed
fairly and at appropriate amounts.

6.87 The auditor might determine the government’s various revenue
sources by reading legal documents, such as budgets, enabling legislation, and
grant agreements; asking appropriate officials about revenue sources; and
reviewing the financial statements of the prior period and the draft financial
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statements or other accounting information for the current period. After
identifying the sources and amounts of revenues, the auditor should obtain an
understanding of relevant controls over and assess the risks of material
misstatement for the processes for billing, accounting for, and collecting major
revenue sources. When obtaining an understanding of controls, the auditor
should evaluate the design of those controls and determine whether they have
been implemented by performing procedures in addition to the inquiry of the
entity’s personnel.
6.88 The auditor should consider the possibility of the decentralization of
the entity’s billing, accounting, and collection functions relating to revenues and
receivables and, if necessary, perform procedures to identify the various locations
that conduct such functions to assess control risk at each location that may
materially affect the financial statement assertions. If the government’s revenues
are collected by another entity, AU-C section 402, Audit Considerations Relating
to an Entity Using a Service Organization (AICPA, Professional Standards),
provides requirements and guidance on the factors auditors (referred to as user
auditors) should consider when auditing financial statements of an entity that
uses a service organization to process certain transactions. As an aside, AT
section 801, Reporting on Controls at a Service Organization (AICPA, Professional Standards), and the AICPA Guide Service Organizations—Applying
SSAE No. 16, Reporting on Controls at a Service Organization (SOC 1SM)
provide guidance for independent auditors (service auditors) who issue reports
on processing of transactions by service organizations for use by other auditors.
6.89 In auditing revenues, receivables, and deferred revenues, it usually
is more efficient and effective to plan to integrate the audit of receivables with
the substantiation of revenues and deferred revenues. Audit procedures should
be designed to respond to the assessed risks of material misstatement at the
relevant assertion level. Further, the auditor should determine that adequate
procedures are performed related to activity and balances in each of those
opinion units with material revenues, receivables, or deferred revenues. (See
the discussion of opinion units in chapter 4.) In the following paragraphs are
examples of procedures that address the planning of the audit of revenues,
receivables, and deferred revenues.
6.90 The auditor should obtain an understanding of the government’s
internal control over revenues, receivables, and deferred revenues.20 In addition
to standard internal control features for those accounts, features that are
unique or significant in government may include the following:

•

Specific written procedures to authorize and approve abatements,
exonerations, and refunds of taxes (including penalties and interest),
service charges, and other applicable revenue transactions

•

Procedures to ensure that tax, fee, and service rates, exemptions, and
discounts are authorized and periodically reviewed by the governing
board

•

Procedures to compare the detailed lists of current taxpayers; properties subject to property taxes and special assessments; grantors
and contributors; service recipients; pension plan contributors; and so

20
AU-C section 240, Consideration of Fraud in a Financial Statement Audit (AICPA,
Professional Standards), requires the auditor ordinarily to presume that there is a risk of
material misstatement due to fraud relating to revenue recognition and to provide specific
documentation if the auditor does not identify improper revenue recognition as a risk of
material misstatement due to fraud in a particular circumstance. Appendix A to chapter 4,
“General Auditing Considerations,” discusses the provisions of AU-C section 240.
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forth to (a) the prior-period list and to identify and investigate those
payers that are not included on the current list and (b) corroborating
information, such as sales tax vendor files, real estate assessment
files, and permit holders, for completeness and validity

•

Procedures to ascertain that all adjustments to assessed or taxable
property values were properly approved by the appropriate board
(that is, value adjustment board, and so on), timely recorded in the
individual tax records, and accurate adjustments made to the related
receivable and revenue accounts

•

Procedures to compare actual revenues to budgeted amounts and to
investigate significant variances

•

Periodic redetermination of property value assessments in accordance with legal provisions, with prompt adjustment of property
records

•

Procedures to accurately update property records for additions, deletions, transfers, and abatements on a timely basis

•
•

Appropriate legal procedures for liens, tax sales, and foreclosures
Procedures to total individual tax bills and to compare them to the
total tax levy

•

Procedures to estimate amounts receivable and revenues from derived tax revenues

•

Review of tax returns for accuracy, and supervisory review and
approval of large or unusual refund claims

•
•

Conducting audits of tax returns on a scheduled basis
Procedures to ensure that the entity complies with the eligibility
requirements, purpose restrictions, and other compliance requirements of grants, private donations, and trust agreements (See also
chapter 8.)

•

Procedures to ensure that amounts receivable for fines and fees are
properly recorded on a timely basis and evaluated for collectibility

•

Procedures to ensure that all utility customers have meters (if
applicable), that meters are read, that unusual or illogical readings
are investigated, and that the aggregate use indicated by the reading
of individual meters is reconcilable to the total use for the system

•

Procedures to recognize and classify resource inflows in conformity
with GAAP

•

Procedures to ensure that enterprise funds that apply the provisions
of GASB Statement No. 62 paragraphs 476–500, comply with the
requirements of those standards

•

Procedures to ensure that the entity conforms with GASB’s recognition and reporting requirements for pass-through grants and onbehalf payments for fringe benefits and salaries

•

Procedures to ensure that the entity conforms with GASB’s recognition and reporting requirements for sales of receivables and future
revenues

•

Adequate physical controls over revenues that are collected in cash,
such as from public transportation fare-boxes, parking meters, and
licenses and permits
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•

Monitoring of revenues collected for the entity by another government (or another collection agent) for timely receipt and reasonable
amounts

•

Procedures to ensure that amounts collected by the entity for other
governments are segregated and remitted on a timely basis

•

Procedures to ensure that all GAAP-required disclosures for revenues and receivables are made in the financial statements

Confirmations
6.91 Many revenues and receivables are susceptible to confirmation.
Confirmation of receivables provides evidence about the existence and ownership of a receivable but provides little evidence about collectibility. Collectibility
usually is evaluated through the examination of subsequent receipts and
historical trends. See AU-C section 505 for guidance about the confirmation
process.21 In some cases, audit evidence is obtained more readily through the
application of alternative audit procedures.
6.92 The auditor should use external confirmation procedures for accounts receivable, except in specific circumstances as described in paragraph
.20 of AU-C section 330, Performing Audit Procedures in Response to Assessed
Risks and Evaluating Audit Evidence Obtained (AICPA, Professional Standards).
6.93 When a receivable balance is composed of a few large balances, which
may be the case with receivables arising from intergovernmental revenues and
revenues collected by other entities, the auditor may confirm the amounts
transmitted to the auditee during the fiscal period as well as the unremitted
amounts to be recorded as receivables.
6.94 Often, the confirmation of receivable balances is not effective when
the receivable balance is composed of many small balances, which may be the
case with receivables arising from property taxes, special assessments, fees, and
private donations. In such cases, response rates to properly designed confirmations may be inadequate or unreliable. Based on prior experience, the
auditor may consider obtaining audit evidence from other sources. Paragraph
.A24 of AU-C section 505 contains guidance on alternative procedures that the
auditor may apply to obtain the evidence necessary to reduce audit risk to an
acceptably low level. However, paragraph .32 of AU-C section 330 requires the
auditor to document the basis for not using external confirmation procedures
for receivables when the account balance is material.

Estimates
6.95 Certain receivables, for example, some of those arising from revenues
from taxpayer-assessed taxes such as sales and income taxes, are not composed
21
As provided in paragraphs .A14–.A15 of AU-C section 505, External Confirmations
(AICPA, Professional Standards), responses received electronically (for example, by fax or
e-mail) involve risks relating to reliability because proof of origin or identity of the confirming
party may be difficult to establish, and alterations may be difficult to detect. The auditor may
determine that it is appropriate to address such risks by utilizing a system or process that
validates the respondent or by directly contacting the purported sender (for example, by
telephone) to validate the identity of the sender of the response and to validate that the
information received by the auditor corresponds to what was transmitted by the sender. An
electronic confirmation system or process that creates a secure confirmation environment may
mitigate the risks of interception or alteration.
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of amounts due from individual taxpayers but rather are estimates of the
amount due from the taxpayer group as a whole. (A government’s estimation
process for certain taxes may have to consider final settlement amounts for
refunds as well as additional payments. See paragraph 6.26). In that situation,
the auditor should evaluate the reasonableness of the estimation process used
to record the receivable. Governments may use various methods to make those
estimates, often considering historical information as well as current facts and
circumstances (such as tax and withholding rate changes and changes in
economic conditions) that affect historical information. Among other factors the
auditor might consider are the entity’s internal control over the collection of
current and delinquent income taxes, the methods it uses for determining
population completeness (for example, whether all citizens are filing income tax
returns), and its audit and follow-up procedures related to income tax returns
filed. However, it usually is not possible to establish conclusively whether all
individuals or entities are reporting and paying all the taxes due, or whether
the government’s enforcement or discovery procedures are effective. To do so
would constitute performance auditing and thus go beyond the auditor’s
responsibilities in relation to an audit of the financial statements. Instead, the
auditor would be considering whether reasonable efforts are being made to
minimize nonpayment.
6.96 GASB Statement No. 33, as amended, requires recognition of nonexchange transactions in the financial statements unless the transactions are
not measurable (reasonably estimable) or are not probable of collection. It also
requires recognition of property tax receivables in the period when an enforceable legal claim to the assets arises. If a government’s enforceable legal claim
to taxable property arises before taxes are levied, the property tax receivable
may or may not be reasonably estimable in advance of the levy. In that
situation, the auditor should consider evaluating a government’s accounting
policies and procedures for estimating property tax receivables and for disclosure if the receivables are not recognizable because they are not measurable.

Confidential Records
6.97 In some situations, an auditor may be denied access to certain records
underlying a government’s revenue amounts (such as income tax returns)
because of legal provisions concerning confidentiality. Chapter 4 discusses how
an auditor’s lack of access to records may constitute a limitation on the scope
of the audit if adequate alternative procedures are not available.

Other Auditing Procedures
6.98 In addition to standard audit procedures for revenues, receivables,
and deferred revenues, other procedures that are unique or significant in
government may include the following:

•

Reviewing underlying documentation (such as statutes and regulations, governing board minutes, grant contracts and donor letters,
contracts to lease or sell capital assets) for support of tax, fine, fee,
and service rates and revenue amounts

•

Determining whether tax, fee, and service rates are billed consistently and whether rate changes are incorporated into the billing
system on a timely basis
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•

Reviewing adopted rates for compliance of amount or underlying
rate-determination methodology with requirements or legal limitations established by regulatory agencies, state statutes, and so on

•

Summarizing revenues by source and type and comparing recorded
revenue to the current budget and to prior-period actual amounts,
and obtaining and evaluating explanations of significant variances

•

Reviewing abatements, exonerations, refunds, and similar items for
proper approval

•

For various revenue types and individual revenue amounts, testing
compliance with the legal and contractual provisions that could have
a direct and material effect on the determination of financial statement amounts (see paragraph 6.06 and chapter 8)

•

Examining substantiation for the tax exemptions of properties and
organizations

•

Reviewing a sample of taxpayer-assessed tax returns and verifying
that the tax liability was calculated in accordance with governing
laws and regulations (see paragraph 6.97)

•

Considering whether the entity’s revenue recognition and classification principles conform with GAAP and are consistently applied

•

Evaluating the adequacy of allowances for uncollectible revenues,
including evaluating that the entity has filed liens or taken other
legally required steps to ensure the collectibility of revenues (see
paragraph 6.07)

•

Evaluating the adequacy of amounts for probable revenue-related
refunds, such as for income or other taxes

•

Determining whether revenues are properly recorded for amounts
collected by another entity

•

Determining whether amounts collected by the entity for other
governments are properly segregated and accounted for

•

Determining whether the entity’s revenue and receivable disclosures
conform with GAAP
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Chapter 7

Capital Assets
Nature of Transactions
7.01 According to Governmental Accounting Standards Board (GASB)
Statement No. 34, Basic Financial Statements—and Management’s Discussion
and Analysis—for State and Local Governments, paragraph 19, as amended,
capital assets include land, improvements to land, easements, buildings, building improvements, vehicles, machinery, equipment, works of art and historical
treasures, infrastructure, and all other tangible or intangible assets that are
used in operations and that have initial useful lives extending beyond a single
reporting period.1 Infrastructure assets are long-lived capital assets that normally are stationary in nature and normally can be preserved for a significantly
greater number of years than most capital assets. Examples of infrastructure
assets are roads, bridges, tunnels, drainage systems, water and sewer systems,
dams, and lighting systems. Buildings, except those that are an ancillary part
of a network of infrastructure assets, are not considered infrastructure assets.
GASB Statement No. 51, Accounting and Reporting for Intangible Assets,
establishes standards of accounting and financial reporting for intangible
assets. Intangible assets are identifiable (separable or arising from contractual
or other legal rights), lack physical substance, are nonfinancial in nature, and
have an initial useful life extending beyond a single reporting period. Examples
of intangible assets include easements, water rights, timber rights, patents,
trademarks, and computer software. In some cases, pollution remediation
outlays recognized under GASB Statement No. 49, Accounting and Financial
Reporting for Pollution Remediation Obligations, may be capitalized in governmentwide and proprietary fund financial statements, subject to certain limitations
(see chapter 8, “Expenses or Expenditures and Liabilities,” for further discussion of pollution remediation obligations).
7.02 How capital assets are accounted for in the different basic financial
statements depends on the measurement focus used. With certain exceptions
discussed in this chapter

•

capital assets acquired with governmental fund resources are accounted for as capital expenditures and are not capitalized in the
governmental fund financial statements. Those capital assets are
referred to as general capital assets. General capital assets also
include capital assets associated with governmental funds that are
received through donation, even though not reported as capital
expenditures or capitalized in the governmental funds.

•

capital assets acquired with proprietary or fiduciary fund resources
or donated to those funds are capitalized in those funds and depreciated in those funds over their estimated useful lives.

•

in the government-wide financial statements, capital assets, including general capital assets, are capitalized and depreciated over their
estimated useful lives.

1
Governmental Accounting Standards Board (GASB) Comprehensive Implementation Guide
(GASB Q&A), item 7.9.2 indicates that library books, depending on their nature, may be
depreciable capital assets, or works of art or historical treasures (see paragraph 7.23).
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This chapter further discusses the accounting and financial reporting for
capital assets in paragraphs 7.10–.71. Chapters 7, “Basic Financial Statements
and Management’s Discussion and Analysis,” and Z, “Other Implementation
Guidance,” of the GASB Comprehensive Implementation Guide (GASB Q&A)
include additional details about defining, accounting for, and reporting on
capital assets.

Capital Asset Management
7.03 Governments usually acquire general capital assets with the resources of the general, special revenue, capital projects, and permanent funds.
A government’s budgeting policies usually affect how the government finances
and accounts for general capital asset acquisitions of different sizes and types:

•

Governments often budget for and acquire small purchases of personal property, such as vehicles, machinery, equipment, and computer
hardware and software through the general fund, special revenue
funds, or permanent funds. Those general capital assets normally are
financed with, for example, tax revenues, intergovernmental grants,
donations from nongovernmental entities, and capital leases.

•

Governments often budget for and acquire major capital facilities,
such as buildings, bridges, streets, parks, and storm drains, through
capital project funds. Those general capital assets normally are
financed with, for example, the proceeds of bond issues, special
assessment revenues, intergovernmental grants, donations from property developers or other nongovernmental entities, or transfers from
other of the government’s funds.

•

Governments may budget for the acquisition or development of
intangible assets through the general fund, special revenue funds,
capital project funds, proprietary funds, or fiduciary funds based on,
for example, the expected total cost, funding sources, extent of the
development project, or expected acquisition or completion date.

7.04 Governments also acquire capital assets for proprietary funds from
the same types of sources that finance general capital assets as well as from
user fees. Proprietary fund capital assets also may be acquired through governmental fund resources and contributed to the proprietary funds. This often
is the method of financing used for newly established proprietary funds.
7.05 Many fiduciary funds do not have capital assets, but some do. For
example, public employee retirement systems (PERS) often own the buildings
in which they operate, and own the furniture, fixtures, and equipment that they
use in operations.
7.06 Governments adopt capitalization threshold policies to establish the
per-unit cost that they will use to identify the capital assets they will report in
their financial statements. A low capitalization threshold generally will increase the number of items capitalized, whereas a high capitalization threshold
has the opposite effect. Typically, a government’s capitalization threshold
correlates with its size. Management usually sets the capitalization threshold
at a level acceptable to its governing board and citizenry, and considering the
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various compliance requirements that affect capital assets. For example, many
grantors require that detailed records be maintained on capital assets acquired
with grant moneys that cost in excess of an established amount. A recipient
government may decide to coordinate its financial reporting capitalization level
with those grant provisions.
7.07 Governments may establish different capitalization thresholds for
different types of capital assets. For example, they may establish a higher
threshold for infrastructure assets (given their large dollar cost and normally
stationary nature) and a lower one for other capital assets such as vehicles,
machinery, and equipment. Governments also may establish different capitalization policies for types of assets with low per-unit costs that are held in large
quantities (groups), such as computers, classroom furniture, and library books.
See GASB Q&A item 7.9.8.
7.08 Governments often safeguard their capital assets by affixing identification tags (as appropriate), maintaining detailed records, and conducting
periodic physical inspections, adjusting the records accordingly. Governments
may inspect capital assets that are more susceptible to theft or other misappropriation, such as personal property that is portable and conducive to
personal use or to sale, more frequently than capital assets that are not. Many
governments extend their capital asset management processes to certain
capital assets that do not qualify for capitalization for financial reporting
purposes, but that are susceptible to misappropriation, and expensive or
otherwise valuable works of art and historical treasures that are not subject to
capitalization (see paragraph 7.26).

Compliance Considerations
7.09 Legal and contractual provisions often govern a government’s acquisition and disposition of capital assets. For example, capital asset acquisitions
generally require budgetary authorization and governing board approval. Also,
there often are legal provisions governing procedures for bidding and awarding
contracts, and for selling at auction capital assets that are no longer used or for
contributing those assets to other governments or to not-for-profit organizations. If funding is derived from a bond issue, there often are debt covenant
compliance requirements. If part of the funding is derived from intergovernmental revenues or donations from nongovernmental entities, there may be
compliance requirements that relate not only to the acquisition and disposition
of capital assets but also to the maintenance of and recordkeeping for the
assets. Although a government should be concerned with all compliance requirements, generally accepted auditing standards focus the auditor’s concern
on those compliance requirements that could have a direct and material effect
on the determination of financial statement amounts. (See the further discussion of the auditor’s responsibility in this regard in chapter 4, “General Auditing
Considerations,” of this guide.)

2
GASB Q&A item 7.22.17 indicates that a change to an entity’s capitalization threshold is
not reported as an accounting principles change, which according to paragraphs 76–82 of GASB
Statement No. 62, Codification of Accounting and Financial Reporting Guidance Contained in
Pre-November 30, 1989 FASB and AICPA Pronouncements, would require retroactive restatement of beginning balances.
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Accounting and Financial Reporting Considerations
7.10 Paragraphs 7.13–.34 discuss the general accounting and financial
statement presentation standards for capital assets depending on the financial
statements involved. (Tables 7-1 and 7-2 in paragraphs 7.11–.12 summarize
certain of those standards.) Paragraphs 7.35–.64 discuss specific accounting
and financial reporting standards for capital leases, capital asset impairment,
the modified approach for infrastructure assets, the specified conditions approach for internally generated intangible assets, interfund movements of
capital assets, capital assets used in landfills, capital assets used in pollution
remediation activities, and capital assets related to service concession arrangements. Paragraphs 7.65–.70 discuss requirements for (a) disclosures about
capital assets in the notes to the financial statements and (b) the management’s
discussion and analysis.
7.11 Table 7-1 provides an overview of the accounting in the governmentwide statement of activities, the proprietary fund statement of revenues,
expenses, and changes in net position, and the statement of changes in fiduciary
net position3 for the use of capital assets. Those activity statements use the
economic resources measurement focus and accrual basis of accounting. The
governmental funds, which use the current financial resources measurement
focus and modified accrual basis of accounting, do not report the use of capital
assets.4 Instead, capital expenditures are reported in the period the liability is
incurred.

3
This presentation relates only to the trust and pension fund types, as well as pension and
other postemployment benefits plans (see chapter 12, “Special Purpose and State Governments,” of this guide). This presentation does not apply to agency funds because the statement
of changes in fiduciary net position does not include agency funds.
4
GASB Q&A item Z.33.22 states that in governmental funds, donated capital assets that
are held for use are not recorded in the fund as an asset or revenue. If a capital asset is donated
to a government and is being held for sale, it is recorded at its fair value at the date of donation
as a fund asset and as revenue. Because such assets are not financial in nature, fund balance
should be classified as nonspendable, unless the proceeds from the sale of the property are
restricted, committed, or assigned.
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Table 7-1
Accounting for the Use of Capital Assets
Type of Capital Asset
a

Inexhaustible capital assets, such
as land and certain land
improvements and certain works of
art, historical treasures, intangible
assets with an indefinite useful
life,b and similar assets,c as well
as construction in progressd

Accounting
No depreciation or amortization of
the asset is recorded

Infrastructure assets:
Eligible infrastructure assetse

Depreciation method or the
modified approach

Other than eligible infrastructure
assets

Depreciation method

Other exhaustible capital assets,
such as buildings, building
improvements, vehicles, machinery,
equipment, and certain works of
art, historical treasures,
intangibles, and similar assets

Depreciation or amortization
method

a

b

c

d

e

An inexhaustible capital asset is one whose economic benefit or service potential is used up so slowly that its estimated useful life is extraordinarily long.
An indefinite useful life intangible asset has no legal, contractual,
regulatory, technological, or other factors that limit its useful life.
GASB Statement No. 34 paragraph 27 establishes the criteria under
which certain works of art, historical treasures, and similar assets
are not required to be capitalized, although capitalization is encouraged. See paragraph 7.26.
This provision comes from item 7.11.1 of chapter 7 of the GASB
Q&A rather than from GASB Statement No. 34, as amended.
Eligible infrastructure assets are infrastructure assets that are part
of a network or subsystem of a network, as discussed in paragraph
7.19.

7.12 Table 7-2 provides an overview of capital asset reporting for different
situations.
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Capital assets accounted
for using the
depreciatione f method
(Table 7-1 in paragraph
7.11 identifies these
assets.)

Noncapitalized works of
art, historical treasures,
and similar assetsb
purchased or received
through donation

Activity
Capital assets purchased
or received through
donation (except
noncapitalized works of
art, historical treasures,
and similar assetsb c)

Table 7-2

•

•

Report assets purchased and received
through donation as
an expense
Report donation as
revenue or contribution to term or permanent endowment

Government-wide
Financial Statements
• Capitalize assets
• Report donation as
revenue or contribution to term or permanent endowment

•

•

•

•

Governmental Fund
Financial Statements
Report assets purchased
as an expenditure
Reporting donated assets
as assets or as a financial
resource inflow or outflow
may depend on whether
the assets are held for
use (See paragraph 7.32
and footnote 12.)
Report assets purchased
as an expenditure
Reporting donated assets
as assets or as a financial
resource inflow or outflow
may depend on whether
the assets are held for
use (See paragraph 7.32
and footnote 12.)

Capital Asset Reporting

•

•

Report assets purchased and received
through donation as
an expense
Report donations as
capital contribution
or addition to term
or permanent endowment

Proprietary Fund
Financial Statements
• Capitalize assets
• Report donation as
capital contribution
or addition to term
or permanent endowment

•

•

•
•

Report assets purchased and received
through donation as
a deduction
Report donation as
addition

Fiduciary Fund
Financial
Statementsa
Capitalize assets
Report donation as
addition
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Activity
Use of exhaustible
capital assets or
intangible assets with
definite useful lives
Outlays that extend the
estimated useful lives of
the assets (preservation
costs) or improve their
efficiency (improvements)
or capacity
(additions)c d e f
Outlays for repairs and
maintenancec d
Infrastructure capital
assets accounted for
using the modified
approach (Table 7-1 in
paragraph 7.11 identifies
these assets.)
Use of infrastructure
capital assets
Outlays that improve the
assets’ efficiency
(improvements) or
capacity (additions)
•

•

•

No charge for depreciation
Capitalize

Report as expenses

Government-wide
Financial Statements
• Charge depreciation
expense and increase
accumulated depreciatione
• Capitalize and depreciate
•

•

•

•
•

Report as expenditures

•

No charge for depreciation
Capitalize

Report as expenses

Proprietary Fund
Financial Statements
• Charge depreciation
expense and increase
accumulated depreciatione f
• Capitalize and depreciate

Not applicable

Report as expenditures

Report as expenditures

•

•

Governmental Fund
Financial Statements
Not applicable

Capital Asset Reporting—continued

•

•

•

•

•

(continued)

No charge for depreciation
Capitalize

Report as deductions

Fiduciary Fund
Financial
Statementsa
Charge depreciation
deduction and increase accumulated
depreciatione f
Capitalize and depreciate
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Capital asset impairment

Activity
Outlays that extend the
estimated useful lives of
the assets (preservation
costs) and outlays for
repairs and maintenance
Sales and other
dispositions (except
impairment) of capital
assets (See chapter 6,
“Revenues and
Receivables.”)

•

•

•

•

Remove the assets’
cost and any accumulated depreciation
Report gain or loss on
sale as general revenue or general
government-type expensesc d e f
Reduce the net carrying value of the asset
for the amount of the
loss
Report loss (or gain)
as a program expense,
special item, or extraordinary item, netted with any associated insurance
recovery that is realized or realizable in
the same year

Government-wide
Financial Statements
• Report as expenses

•

•

•

•

•

No recognition of impairment loss
Report any insurance recovery as an other financing source or extraordinary item
Report restoration or replacement of the impaired asset as a separate transaction from any
insurance recovery

Report proceeds as other
financing source d e

Governmental Fund
Financial Statements
Report as expenditures

•

•

•

•

Reduce the net carrying value of the asset
for the amount of the
loss
Report loss (or gain)
as an operating expense, special item,
or extraordinary
item, netted with any
associated insurance
recovery that is realized or realizable in
the same year

Remove the assets’
cost and any accumulated depreciation
Report gain or loss
on sale as revenue or
expense (usually nonoperating)d e

Proprietary Fund
Financial Statements
• Report as expenses

Capital Asset Reporting—continued

•

•

•

•

•

Reduce the net carrying value of the
asset for the
amount of the loss
Report loss (or
gain) as a deduction, netted with
any associated insurance recovery
that is realized or
realizable in the
same year

Remove the assets’
cost and any accumulated depreciation
Report gain or loss
on sale as an addition (deduction)

Fiduciary Fund
Financial
Statementsa
Report as deductions
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f

e

d

c

b

a

•

Report restoration or
replacement of the impaired asset as a separate transaction from
the impairment loss
(or gain) and any associated insurance recovery

Governmental Fund
Financial Statements
•

Report restoration or
replacement of the
impaired asset as a
separate transaction
from the impairment
loss (or gain) and
any associated insurance recovery

Proprietary Fund
Financial Statements
•

Report restoration
or replacement of
the impaired asset
as a separate transaction from the impairment loss (or
gain) and any associated insurance recovery

Fiduciary Fund
Financial
Statementsa

This presentation does not apply to agency funds because the statement of changes in fiduciary net position does not include agency funds.
GASB Statement No. 34 paragraph 27 establishes the criteria under which certain works of art, historical treasures, and similar assets are
not required to be capitalized, although capitalization is encouraged. (See paragraph 7.26.)
Capital assets that underlie a service concession arrangement should be treated like any other capital asset of the government.
These provisions come from chapter 7 of the GASB Q&A rather than from GASB Statement No. 34, as amended.
The gain, loss, or proceeds also could qualify for reporting as a special item.
GASB Statement No. 51 amends GASB Statement No. 34 to expand the term depreciation to include amortization of intangible assets.

Activity

Government-wide
Financial Statements

Capital Asset Reporting—continued
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Accounting and Financial Statement Presentation—GovernmentWide Financial Statements
7.13 Capital assets are capitalized in a government’s government-wide
financial statements, except for certain general infrastructure assets as discussed in paragraphs 7.21–.22, certain assets attributable to landfill closures
and certain works of art, historical treasures, and similar assets as discussed
in paragraph 7.26. (General infrastructure assets are infrastructure assets
acquired with governmental funds resources or otherwise associated with the
governmental funds.) When capitalized, capital assets should be reported at
actual or estimated historical cost5 or, if donated, at their estimated fair value
at the time of acquisition.6 Historical cost should include ancillary charges
necessary to place the asset into its intended location and condition for use.
Ancillary charges include costs that are directly attributable to asset acquisition—
such as freight and transportation charges, site preparation costs, and professional fees. The amount capitalized for donated capital assets also should
include ancillary charges, if any. The cost of capital assets reported in businesstype activities, which are capital assets reported in enterprise funds, should
include capitalized interest. Interest capitalization is discussed in paragraphs
5–22 of GASB Statement No. 62 and, as further discussed in Question 7.10.3
of the GASB Q&A states if an enterprise fund has any type of debt, the portion
of the interest expense that theoretically could have been avoided generally
should be capitalized as part of the cost of assets constructed during the period.
Paragraphs 19–20 of GASB Statement No. 62 provide in part that the interest
cost of acquiring assets with the proceeds of tax-exempt borrowings should be
offset by the interest earned on the temporary investment of those proceeds if
those funds are externally restricted to finance the acquisition of specified
qualifying assets or to service the related debt. The cost of general capital assets
should not include capitalized interest.
7.14 Often, outlays relating to capital assets are made after the assets are
placed in service. GASB Statement No. 34, as amended, does not establish
standards for when those costs should be capitalized or expensed, except as
discussed in paragraph 7.45 relating to the modified approach. Under GASB
Statement No. 51, outlays related to internally generated computer software
are not capitalized after the software is substantially complete and operational
(see paragraph 7.58). However, GASB Statement No. 51 does allow for the
capitalization of modifications of computer software that is already in service
in certain circumstances (see paragraph 7.59). For capital assets that are
depreciated, as provided in GASB Q&A item 7.17.1, expenditures that extend
the useful lives of capital assets beyond their initial estimated useful lives
(preservation costs) or improve their efficiency (improvements) or capacity
(additions) are capitalized, whereas expenditures for repairs and maintenance
are expensed.

5
GASB Q&A item 7.12.17 indicates that land purchased from another government for $1
should be recorded as a donation at the estimated fair value of the land at the donation date.
6
Donations of capital assets are reported as resource inflows in the government-wide
financial statements. See table 7-2 in paragraph 7.12 and chapter 6, “Revenues and Receivables.” GASB Q&A item 7.34.7 discusses the classification of donations of infrastructure assets
as program or general revenues. GASB Q&A item Z.33.22 states that in governmental funds,
donated capital assets that are held for use are not recorded in the fund as an asset or revenue.
If a capital asset is donated to a government and is being held for sale, it is recorded at its fair
value at the date of donation as a fund asset and as revenue.
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7.15 Infrastructure assets, like most capital assets, should be reported by
the government that owns the asset.7 In some situations, ownership of infrastructure assets may be supported by legal documentation, such as deeds or
titles conveyed when the government acquires the assets. In other situations,
ownership may be supported by legal or contractual provisions that stipulate
ownership under certain conditions. However, in still other situations, ownership may be unclear.
7.16 If ownership is unclear, footnote 67 to GASB Statement No. 34
paragraph 154 requires a government that has the primary responsibility for
managing an infrastructure asset to report the asset in its financial statements,
even if it has contracted with a third party to maintain the asset. (In addition,
GASB Statement No. 6, Accounting and Financial Reporting for Special Assessments, as amended, requires that capital assets constructed or acquired
with capital improvement special assessment debt, which often are infrastructure assets, be reported as the government’s capital assets.) The question of
ownership and thus the issue of which entity should report particular infrastructure assets can arise in situations in which those assets have been
financed by a cooperative endeavor, intergovernmental revenues, or private
sources. For example, a developer may convey the continuing management of
a subdivision’s streets and utilities to a government. If ownership of those
streets and utilities also has been conveyed to the government or if ownership
is unclear, the government should report that infrastructure as its assets.
However, if ownership of those assets remains with the developer or with the
property owners in the subdivision and the government simply maintains the
assets, the government should not report the infrastructure as its assets.
7.17 The location of infrastructure assets within a government’s jurisdiction does not by itself determine what entity should report particular infrastructure assets. Roads within a county may be owned or managed by a city, the
state, or a special district. Roads that are physically located within a county are
not county assets, unless the county owns the roads or (if ownership is unclear)
has primary responsibility for managing the roads.
7.18 On occasion, a government may transfer ownership of infrastructure
assets to another government. In that situation, the transferor government
should report the removal of the net book value of those infrastructure assets
from its financial statements using the provisions of GASB Statement No. 33,
Accounting and Financial Reporting for Nonexchange Transactions, as amended,
and GASB Statement No. 34, as amended. The transferee government also
should recognize and report the receipt of the donated infrastructure assets
using the provisions of GASB Statement Nos. 33 and 34. That transaction may
involve the reporting of special or extraordinary items.
7.19 For purposes of applying its capital assets standards, GASB Statement No. 34, as amended, defines a network of assets and a subsystem of a
network of assets. A network of assets is all assets that provide a particular type
of service for a government; a network of infrastructure assets may be only one
infrastructure asset that is composed of many components. For example, a
network of infrastructure assets may be a dam composed of a concrete dam, a
concrete spillway, and a series of locks. A subsystem of a network of assets is
all assets that make up a similar portion or segment of a network of assets. For
example, all the roads of a government could be considered a network of
7
In the GASB Q&A, items 7.12.14–7.12.15 clarify that ownership, if clear, determines which
entity should report infrastructure assets, and items 7.9.6 and 7.12.2 discuss manifestations
of ownership.
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infrastructure assets. Interstate highways, state highways, and rural roads
each could be considered a subsystem of that network.
7.20 GASB Statement No. 34, as amended, requires capital assets, including intangible assets, that are being or that have been depreciated to be
reported net of accumulated depreciation in the statement of net position.
(Accumulated depreciation may be reported on the face of the statement or
disclosed in the notes.) Capital assets that are not being depreciated (see
paragraph 7.27) should be reported separately if the government has a significant amount of those assets. (GASB Q&A item 7.13.5 provides that governments should report fully depreciated capital assets that have not been
disposed of by reporting both historical cost and accumulated depreciation for
the assets.) Capital assets also may be reported in greater detail, such as by
major class of asset (for example, intangibles, infrastructure, buildings and
improvements, vehicles, machinery, and equipment).

Retroactive Application of Standards for General Infrastructure
Assets and Intangible Assets
7.21 GASB Statement No. 34, as amended, exempted smaller governments from retroactively applying its capitalization requirements to general
infrastructure assets. That is, governments with total annual revenues of less
than $10 million in the first fiscal year ending after June 15, 1999 (also referred
to as phase 3 governments), were not required to retroactively apply the
capitalization requirements to general infrastructure assets owned as of the
date they implemented the statement.8 Other governments were required to
retroactively apply the capitalization requirements only to major general
infrastructure assets (as defined in paragraph 7.22) acquired in fiscal years
ending after June 30, 1980, or that were significantly reconstructed or improved
during that multiyear period.
7.22 GASB Statement No. 34 paragraph 156 states that the determination
of major general infrastructure assets should be at the network or subsystem
level (see paragraph 7.19) and should be based on the following criteria:

•

The cost or estimated cost of the subsystem is expected to be at least
5 percent of the total cost of all general capital assets reported in the
first fiscal year ending after June 15, 1999.

•

The cost or estimated cost of the network is expected to be at least
10 percent of the total cost of all general capital assets reported in the
first fiscal year ending after June 15, 1999.

GASB Q&A item 7.106.2 explains that those percentage calculations should be
based on total reported cost of all general capital assets before any previously
unrecorded infrastructure has been capitalized.
7.23 With regard to intangible assets, governments that were classified as
phase 1 or phase 2 governments for the purpose of implementing GASB
Statement No. 34, retroactive reporting is required except for (a) those intangible assets considered to have indefinite useful lives as of the effective date of
GASB Statement No. 51 and (b) those that would be considered internally
8
GASB Q&A items 7.85.5 and 7.104.15 discuss the disclosures that should be made by
smaller governments that do not retroactively report some or all of their general infrastructure
assets. In addition, item 7.104.16 explains that GASB Statement No. 34, Basic Financial
Statements—and Management’s Discussion and Analysis—for State and Local Governments
does not impose a time restriction on when those smaller governments may choose to
retroactively report those assets.
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generated. If determining actual historical costs for these intangible assets is
not practical due to the lack of sufficient records, these governments should
report the historical cost for the intangible assets that were acquired in fiscal
years ending after June 30, 1980. For governments that were classified as phase
3 governments (see paragraph 7.21), retroactive reporting of intangible assets
is encouraged but not required.
7.24 Retroactive reporting of intangible assets considered to have indefinite useful lives as of the effective date of GASB Statement No. 51 is not
required but is permitted. However, only intangible assets with indefinite
useful lives as of the effective date of GASB Statement No. 51 that were
previously subjected to amortization should be reported retroactively. Accumulated amortization related to these assets reported prior to the implementation
of the statement should be restated to reflect the fact that these assets are not
to be amortized.
7.25 Retroactive reporting is only permitted for internally generated
intangible assets (including those in development as of the effective date of
GASB Statement No. 51) for which the specified conditions approach (see
paragraphs 7.57 and 7.59) can be effectively applied to determine the appropriate historical cost as of the effective date of the statement.

Works of Art, Historical Treasures, and Similar Assets
7.26 Unless a government meets all of the following conditions, it should
capitalize collections of and additions to collections of works of art, historical
treasures, and similar assets. Governments are encouraged, but not required,
to capitalize those collections that meet all of the following conditions:
a. Held for public exhibition, education, or research in furtherance of
public service, rather than financial gain
b. Protected, kept unencumbered, cared for, and preserved
c. Subject to an organizational policy that requires the proceeds from
sales of collection items to be used to acquire other items for collections
Footnote 22 to GASB Statement No. 34 paragraph 27 requires collections
already capitalized at June 30, 1999, to remain capitalized and all additions to
those collections to be capitalized, even if they meet the conditions for exemption from capitalization.

Depreciation Expense
7.27 GASB Statement No. 34 paragraphs 21, as amended, and 22 require
the net cost recorded for capital assets (historical cost less estimated salvage
[or residual] value)9 to be depreciated and reported in the statement of
activities over their estimated useful lives in a systematic and rational manner,
unless they are (a) inexhaustible, (b) infrastructure assets using the modified
approach discussed in paragraphs 7.45–.51, or (c) intangible assets with indefinite useful lives (construction in progress also would not be depreciated; see
GASB Q&A, item 7.11.1). GASB Q&A items 7.9.3 and 7.21.9 define an inexhaustible capital asset as one whose economic benefit or service potential is
9
GASB Q&A item 7.13.3 states that residual value is the estimated fair value of a capital
asset, infrastructure or otherwise, remaining at the conclusion of its estimated useful life. It
also states that, in most cases, it is probable that many infrastructure assets will have no
residual value, given the cost of demolition or removal.
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used up so slowly that its estimated useful life is extraordinarily long and gives
the examples of land and certain land improvements and works of art, historical
treasures, and similar assets whose useful lives are not diminished by display
or educational or research applications. GASB Q&A items 7.11.4 and 7.13.4
state that inexhaustible land improvements may include, for example, excavation, fill, and grading, and exhaustible land improvements may include, for
example, parking lots and fences. GASB Statement No. 51 states that the useful
life of an intangible asset arising from contractual or other legal rights should
not exceed the period to which the service capacity of the asset is limited by
such provisions. Renewal periods related to these rights may be considered in
determining the useful life if there is evidence the government will seek, and
be able to achieve, renewal and that any anticipated outlays to be incurred in
the renewal process are nominal relative to the expected service level capacity
obtained through the renewal.
7.28 GASB Statement No. 34 paragraph 161 permits governments to use
any established depreciation method. Depreciation expense may be calculated
for (a) a class of assets, (b) groups of assets of the same class, (c) a network of
assets, (d) a subsystem of a network, or (e) individual assets. (See the definitions
of networks of assets and subsystems of networks at paragraph 7.19.) In
estimating useful life to calculate depreciation expense, a government should
consider an asset’s present condition and how long it is expected to meet service
demands.10 Governments also may use composite and group methods to calculate depreciation expense, as described in GASB Statement No. 34 paragraphs 163–166. A composite or group depreciation rate should be recalculated
if the composition of the assets in the composite or group or their estimated
average useful lives change significantly (for example, as assets are acquired
or disposed of). The GASB Q&A explains composite depreciation methods in
items 7.15.1–7.15.4 and provides nonauthoritative exercises illustrating their
use in an appendix to chapter 7.
7.29 The general standards for the classification of expenses in the
government-wide statement of activities are discussed in chapters 2, “Financial
Reporting,” and 8. Except for depreciation expense for general infrastructure
assets (see paragraph 7.27), depreciation expense should be included as a direct
expense of functions in the statement of activities for capital assets that can
specifically be identified with a function and for a ratable portion of the
depreciation expense for “shared” capital assets (for example, a facility that
houses the police department, the building inspection office, and the water
utility office). Depreciation expense for capital assets that essentially serve all
functions is not required to be included in the direct expenses of the various
functions.11 That depreciation expense may be included as a separate line in the
statement of activities or as part of the general government function (and
subsequently may be allocated to other functions as discussed in chapter 8). If
a government uses a separate line in the statement of activities to report
unallocated depreciation expense, it should clearly indicate on the face of the
10
Chapter 7, “Basic Financial Statements and Management’s Discussion and Analysis,” of
the GASB Q&A provides additional guidance on calculating estimated useful lives. For
example, GASB Q&A item 7.14.1 states that in determining an asset’s estimated useful life, the
government also should consider how the asset is used, its construction type, the maintenance
policy, and how long it is expected to meet technology demands. In addition, GASB Q&A item
7.14.2 states that schedules of depreciable lives established by federal or state tax regulations
generally are not intended to represent useful lives.
11
Determining the point at which an asset serves essentially all functions involves
professional judgment. GASB Q&A item 7.29.1 states that an asset that serves essentially all
functions may be one that serves many functions, thus decreasing the ease, practicality, and
usefulness of allocating depreciation among functions.
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statement (for example, through the labeling of the line item) that it excludes
direct depreciation expenses of the various programs.
7.30 Depreciation expense for general infrastructure assets should not be
allocated to the various functions. Instead, it should be reported as (a) a direct
expense of the function (such as, public works or transportation) that the
government normally associates with capital outlays for, and maintenance of,
infrastructure assets or (b) a separate line item.

Accounting and Financial Statement Presentation—Governmental
Funds
7.31 The governmental funds report the costs associated with acquiring
general capital assets as expenditures. (Chapter 8 discusses the classification
of expenditures in the governmental funds statement of revenues, expenditures, and changes in fund balances.) General capital assets are not capitalized
or depreciated in the governmental fund financial statements. However, subject
to the government’s capitalization policies, general capital assets are recorded
in the government’s accounting records so that they can be reported in the
government-wide financial statements. (See the requirements for capitalizing
capital assets in the government-wide financial statements in paragraph 7.13.)
7.32 Because of the current financial resources measurement focus, GASB
standards do not require governments to report general capital assets acquired
through donation as revenues (or other financial resource inflows) or expenditures in the governmental funds unless the donated assets are being held for
sale.12

Accounting and Financial Statement Presentation—Proprietary
Funds
7.33 General accounting standards for proprietary fund capital assets,
including infrastructure assets, are the same as those described for the governmentwide financial statements in paragraphs 7.13–.19 and 7.23–.25. GASB standards do not establish specific display requirements relating to proprietary
fund capital assets. (The provisions discussed in paragraphs 7.21–.22 concerning retroactive application of standards for general infrastructure assets do not
apply to infrastructure assets associated with proprietary funds.)

Accounting and Financial Statement Presentation—Fiduciary Funds
7.34 General accounting standards for fiduciary fund capital assets, including infrastructure assets, are the same as those described for the governmentwide financial statements in paragraphs 7.13–.20 and 7.26–.28. GASB standards do not establish specific display requirements relating to fiduciary fund
capital assets. (The provisions discussed in paragraphs 7.21–.25 concerning
retroactive application of standards for general infrastructure and intangible
assets do not apply to infrastructure assets associated with fiduciary funds.)
Certain operations, such as PERS and endowments, may own land and buildings as investments, not as capital assets used in operations. PERS account for
12
GASB Q&A item Z.33.22 states that, in governmental funds, donated capital assets that
are held for use are not recorded in the fund as an asset or revenue. If a capital asset is donated
to a government and is being held for sale, it is recorded at its fair value at the date of donation
as a fund asset and as revenue. Because such assets are not financial in nature, fund balance
should be classified as nonexpendable.
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those assets using the standards for investments as indicated in GASB Q&A
item 5.24.1, whereas endowments account for such assets under GASB Statement No. 52, Land and Other Real Estate Held as Investments by Endowments.
(See the accounting and financial reporting for investments in chapter 5,
“Financial Instruments.”)

Capital Leases
7.35 Many governments enter into lease purchase agreements, installment purchase contracts, or other forms of capital asset financing agreements
(collectively termed lease agreements). The accounting and financial reporting
for lease agreements is described in paragraphs 211–271 of GASB Statement
No. 62, Codification of Accounting and Financial Reporting Guidance Contained in Pre-November 30, 1989 FASB and AICPA Pronouncements, which
require that leases that transfer substantially all of the rights and benefits of
ownership to the lessee (and that meet specific criteria) be accounted for as an
acquisition of an asset and the incurrence of an obligation by the lessee (a
capital lease). All other leases should be accounted for as operating leases.
Accordingly, a lease is classified as either a capital lease or an operating lease.
This chapter discusses lessee accounting and financial reporting for capital
leases; chapter 8 discusses lessee accounting and financial reporting for operating leases. Chapter 12, “Special Purpose and State Governments,” in the
section on financing authorities, discusses specialized standards for leases
between a primary government and a public authority that is either part of the
primary government or a component unit. (Chapter 6, “Revenues and Receivables,” discusses lessor accounting.)
7.36 If a lease agreement is a capital lease following the guidance in the
previous paragraph, the leased asset generally should be capitalized. Capital
lease accounting in the government-wide, proprietary fund, and fiduciary fund
financial statements should follow GASB Statement No. 62 without modification. Generally, the amount capitalized, as determined at the beginning of the
term of the lease, is the lesser of the present value of the rental and other
minimum lease payments or the fair value of the leased property, excluding
actual or estimated payments for executory costs to be paid by the lessor,
together with any profit thereon. The leased property is amortized in accordance with the government’s normal depreciation policy for owned assets of the
same type. The amortization period is restricted to the lease term, rather than
the useful life of the asset, unless the lease provides for transfer of title or
includes a bargain purchase option. GASB Statement No. 62 also contains
additional details concerning lessee accounting for capital leases.
7.37 National Council on Governmental Accounting (NCGA) Statement
No. 5, Accounting and Financial Reporting Principles for Lease Agreements of
State and Local Governments, as amended, states that capital leases are
reported differently in the governmental funds than in the financial statements
of other funds and than the government-wide financial statements. Reporting
is different because of the current financial resources measurement focus and
modified accrual basis of accounting used in the governmental funds. The
aggregate purchase liability should be reported as an expenditure and an other
financing source in the governmental fund that acquired the asset through a
capital lease. (General capital assets and general long-term liabilities arising
from governmental fund capital leases should be reported only in the governmental activities column in the government-wide statement of net position.)
NCGA Statement No. 5, as amended, requires payments under the lease
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agreement to be recorded in the same manner as other debt service payments.
(Chapter 8 discusses the recognition of expenditures for debt service payments.)
7.38 Some lease agreements may contain a fiscal funding or cancellation
clause to avoid classification as legal debt for debt limit or voter referendum
purposes. Such a clause provides that, although the government will use its best
effort to make the lease payments, it may terminate the lease without penalty
if its appropriating body does not allocate the necessary moneys for lease
payments in future adopted budgets. That clause gives the financing the
character of a one-year annually renewable lease and is not considered legal
debt by a number of governments under their state laws. However, NCGA
Statement No. 5 paragraph 20 indicates that the potential for cancellation of
most government lease agreements is remote, and paragraph 21 states that
fiscal funding or cancellation clauses should not prohibit lease agreements from
being capitalized. Therefore, if a lease agreement meets all other capitalization
criteria except for the noncancelable criterion, the likelihood of the lease being
canceled should be evaluated. If the possibility of cancellation is remote, the
lease should be capitalized by recording the leased asset and the lease obligation (liability).

Capital Asset Impairment
7.39 GASB Statement No. 42, Accounting and Financial Reporting for
Impairment of Capital Assets and for Insurance Recoveries, as amended,
establishes accounting and financial reporting standards for the impairment of
capital assets. Asset impairment is a significant, unexpected decline in the
service utility of a capital asset. The service utility of a capital asset is the usable
capacity that at acquisition was expected to be used to provide service. The
events or changes in circumstances that lead to impairments are not considered
normal and ordinary—at the time the capital asset was acquired, the government did not expect the event or change in circumstance to occur during the
useful life of the capital asset. The expiration of a patent or trademark is not
considered an impairment of the related intangible asset because renewal
periods are considered in determining the useful life of an intangible asset (see
paragraph 7.27). Determining whether a capital asset is impaired involves a
two-step process of (a) identifying potential impairments (see paragraph 7.40)
and (b) testing for impairment (see paragraph 7.41).
7.40 The events or changes in circumstances affecting a capital asset that
may indicate impairment are prominent—that is, conspicuous or known to the
government. GASB Statement No. 42 paragraph 9, as amended, more completely describes the following five common indicators of impairment:

•

Evidence of physical damage that is of such a level that restoration
efforts are needed to restore service utility

•

Enactment or approval of laws or regulations or other changes in
environmental factors

•
•
•

Technological development or evidence of obsolescence
A change in the manner or expected duration of use of a capital asset
Construction stoppage or development stoppage

A change in demand for the services of a capital asset is not considered a
separate indicator of impairment. However, one of the indicators listed previously may cause or be associated with changes in demand, and governments
should test capital assets in those circumstances for impairment. When factors
or conditions, or both, indicate an indefinite life intangible asset may no longer
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have an indefinite life, the intangible asset should be tested for impairment
(change in the expected duration of use). Following the recognition of any
impairment loss, any carrying value of the intangible asset should be amortized
over any remaining estimated useful life of the asset in subsequent reporting
periods.
7.41 A government should test a capital asset showing an indicator of
impairment for impairment by determining whether (a) the magnitude of the
decline in service utility is significant and (b) the decline in service utility is
unexpected. A decline in service utility is significant when the expenses
associated with continued operation and maintenance (including depreciation)
or costs associated with restoration of the capital asset are significant in
relationship to the current service utility. The decline in service utility is
unexpected when the restoration cost or other impairment circumstance is not
a part of the normal life cycle of the capital asset. If the asset meets both
impairment tests, a government should measure the amount of the impairment—
the portion of carrying value of the asset that should be written off—as
discussed in paragraphs 7.41–.44. However, if the capital asset is impaired
through enactment or approval of laws or regulations or other changes in
environmental factors, change in technology or obsolescence, change in manner
or duration of use, or construction or development stoppage and evidence
demonstrates that the impairment will be temporary, a government should not
write down the capital asset. (GASB Q&A item Z.42.2 indicates that physical
damage to capital assets accounted for using the modified approach is considered to be temporary.) Further, if an event or circumstance indicates that a
capital asset may be impaired, but the test of impairment determines that
impairment has not occurred, a government should reevaluate and change, if
necessary, the estimates of remaining useful life and salvage value used in
depreciation calculations.
7.42 If a government will continue to use the impaired asset, it should
measure the amount of impairment by one of three methods that most appropriately reflects the decline in service utility of the asset. The three methods,
which paragraph 12 of GASB Statement No. 42 more completely describes and
the nonauthoritative appendix C of GASB Statement No. 42 illustrates, are

•

the restoration cost approach, which derives the amount of the
impairment from the estimated costs to restore the utility of the
capital asset.

•

the service units approach, which isolates the historical cost of the
service utility of the capital asset that cannot be used due to the
impairment event or change in circumstances.

•

the deflated depreciated replacement cost approach, which replicates
the historical cost of the service produced.

The restoration cost approach generally should be used to measure impairments resulting from physical damage. The service units approach generally
should be used to measure impairments resulting from enactment or approval
of laws or regulations or other changes in environmental factors or from
technological development or obsolescence. The deflated depreciated replacement cost or the service units approach generally should be used to measure
impairments identified from a change in manner or duration of use.
7.43 For impaired capital assets that a government will not continue to
use and for capital assets impaired from construction or development stoppage,
the government should report the assets at the lower of carrying value or fair
value.
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7.44 As further discussed in GASB Statement No. 42 paragraph 17, a
government should report an impairment loss (or gain, which may result from
an associated insurance recovery that is realized or realizable in the same year)
in the statement of activities and statement of revenues, expenses, and changes
in fund net position, if appropriate, as a program or operating expense, special
item, or extraordinary item using the guidance in GASB Statement No. 34, as
amended, and paragraphs 45–49 in GASB Statement No. 62. (Chapter 8, in the
section on claims and judgments, further discusses insurance recoveries.)
GASB Q&A item Z.42.11 states that the guidance for insurance recoveries in
GASB Statement No. 42 paragraphs 21–22 applies equally to insurance recoveries from any policy, whether or not the policyholder is the government. GASB
Q&A item Z.42.12 indicates that a net impairment loss can be reflected in the
capital asset accounts either by increasing the accumulated depreciation account for the impaired asset by the amount of a loss; or, the capital asset
historical cost account and related accumulated depreciation can be decreased
proportionately so that the net decrease equals the amount of the loss. Governments should not reverse impairment losses in future years, even if the
events or circumstances causing the impairment have changed. GASB Statement No. 42 illustrates that capitalizing restoration costs is not a reversal of
impairment. Additionally, pollution remediation performed to restore a pollutioncaused decline in the service utility of a capital asset that was recognized as an
asset impairment should be capitalized, subject to certain limits, under GASB
Statement No. 49.

Modified Approach for Infrastructure Assets
7.45 GASB Statement No. 34, as amended, introduces an alternative to
the depreciation of infrastructure assets that are part of a network or subsystem of a network (eligible infrastructure assets) that it terms the modified
approach. Because the modified approach is an alternative to depreciation, it
can be used for eligible infrastructure assets in the government-wide and
proprietary and fiduciary fund financial statements. The modified approach is
not used in the governmental fund financial statements because those financial
statements do not record capital assets or depreciation. The modified approach
may not be applied to an individual infrastructure asset unless that asset
constitutes an entire network or subsystem, such as a dam or a levee. It also
may not be applied to noninfrastructure capital assets. (As indicated in paragraph 7.01, buildings, except those that are an ancillary part of a network of
infrastructure assets, are not considered infrastructure assets.)
7.46 Governments that meet two requirements as discussed in paragraphs 7.47–.48 can elect to use the modified approach for eligible infrastructure assets in lieu of the depreciation method. If a government applies the
modified approach to a network of infrastructure assets, the two qualifying
requirements have to be met for that network. If a government applies the
modified approach to a subsystem of infrastructure assets, the two qualifying
requirements have to be met for that subsystem.
7.47 The first requirement for using the modified approach is for the
government to have an asset management system with certain features. The
system has to have an up-to-date inventory of the infrastructure assets, and it
has to estimate the annual costs to maintain and preserve those assets at the
condition level the government has established and disclosed through administrative or executive policy or legislative action. The system also has to assess
the condition of the assets at least every three years, summarizing the results
using a measurement scale (for example, by using a condition index or by
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stating the percentage of the assets that are in good or poor condition).
Condition assessments may be performed based on statistical samples13 of the
assets or on a cyclical basis (for example, a sample drawn from one-third of all
the assets in the network or subsystem every year for three years.) The
condition assessments also have to be documented in such a manner that they
can be replicated. Footnote 18 to GASB Statement No. 34 paragraph 23 defines
replicable condition assessments as those that are based on sufficiently understandable and complete measurement methods such that different measurers
using the same methods would reach substantially similar results.
7.48 The second requirement for using the modified approach is that the
government document that the eligible infrastructure assets are being preserved approximately at (or above) the condition level the government has
established and disclosed. Adequate documentary evidence is a matter of
professional judgment because governments’ asset management systems and
condition assessment methods vary (both among governments and within
governments for different networks or subsystems). However, a government
that uses the modified approach has to document that it has performed a
complete condition assessment of the assets at least every three years. If the
government uses a cyclical basis to perform condition assessments, a complete
condition assessment is one that, over no more than three years, evaluates all
(or statistical samples of) the assets in the network or subsystem in a consistent
manner. The government also has to document that the results of the three
most recent complete condition assessments provide reasonable assurance that
the assets are being preserved approximately at (or above) the intended
condition level. GASB Statement No. 34, as amended, does not establish
standards for expressing the condition levels of infrastructure assets accounted
for using the modified approach.
7.49 GASB Statement No. 34 paragraph 25 provides that with the modified approach, expenditures for additions and improvements to eligible infrastructure assets (which increase the capacity or efficiency of assets rather than
preserve their useful lives) are capitalized. All other expenditures, including
preservation costs, are expensed in the period incurred.14
7.50 GASB Statement No. 34 paragraph 152 permits a government to
begin to use the modified approach as long as at least one complete condition
assessment is available and it documents that the assets are being preserved
approximately at (or above) the intended condition level. GASB Statement No.
34 paragraph 25, as amended by GASB Statement No. 37, Basic Financial
Statements—and Management’s Discussion and Analysis—for State and Local
Governments: Omnibus—an amendment of GASB Statements No. 21 and No.
34, paragraph 8 provides that a change to the modified approach should be
accounted for as a change in accounting estimate, meaning that depreciation is
no longer recorded on the assets and the assets remain recorded at book value
(original cost less accumulated depreciation) at the time of the modified
approach is adopted. The original cost, which may include capitalized preservation costs, is not restated.
7.51 If a government no longer meets the requirements for using the
modified approach or chooses to change from the modified approach to the
depreciation method, the assets should be depreciated beginning with the next
reporting period. Footnote 21 to GASB Statement No. 34 paragraph 26 states
13

GASB Statement No. 34 does not permit the use of haphazard or judgmental samples.
The GASB Q&A provides guidance on costs expensed versus costs capitalized. See GASB
Q&A items 7.17.1–7.17.6.
14
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that the change to depreciate the assets should be reported as a change in
accounting estimate, meaning that depreciation is applied only prospectively,
not retroactively calculated.
7.52 Governments that use the modified approach for eligible infrastructure assets are required to present the following two schedules as required
supplementary information (RSI) to allow users to analyze the extent to which
there is ongoing preservation of those assets:15
a. For at least the three most recent complete condition assessments,
the assessed condition of the assets, showing the dates of the assessments
b. For the past five reporting periods, the annual estimate at the
beginning of each fiscal year of the amount to maintain and preserve
the assets at (or above) the condition level established and disclosed
by the government, compared with the amounts actually expensed16
The information in the RSI schedules should be for the networks or subsystems
for which the modified approach is used, and should be derived from the entity’s
asset management system described in paragraph 7.47.
7.53 GASB Statement No. 34 paragraph 133 requires certain disclosures
to accompany the two schedules discussed in paragraph 7.52. Those disclosures
are
a. the basis for the condition measurement and the measurement scale
used to assess and report condition.
b. the intended condition level for preserving the assets.
c. factors that significantly affect trends in the reported information,
such as changes in the measurement basis and scale and the intended condition level. If there is a change in intended condition
level, the government also should disclose an estimate of the effect of
that change on the current-year estimate of maintenance and preservation costs.

Specified Conditions Approach for Internally Generated Intangible
Assets—Other Than Computer Software
7.54 Intangible assets are considered internally generated if they are (a)
created or produced by the government or an entity contracted by the government or (b) acquired from a third party but require more than minimal
incremental effort on the part of the government to begin to achieve their
expected level of service capacity.

15
Chapters 4, “General Auditing Considerations,” and 14, “Audit Reporting,” discuss the
auditor’s responsibility for and reporting on required supplementary information (RSI). Presenting RSI for discretely presented component units is a matter of professional judgment, as
discussed in chapter 3, “The Financial Reporting Entity.”
16
If the three most recent complete condition assessments and the estimated and actual
amounts to maintain and preserve the infrastructure assets for the previous five reporting
periods are not available initially, GASB Statement No. 34 paragraph 153 allows the information presented in the schedules to be presented for as many complete condition assessments
and years of estimated and actual expenses as are available.
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7.55 Outlays related to identifiable internally generated intangible assets
should only be capitalized, in financial statements prepared using the accrual
basis of accounting, if all of the following occur:

•

Determination of the specific objective of the project and the nature
of the service capacity that is expected to be provided by the intangible asset upon the completion of the project

•

Demonstration of the technical or technological feasibility for completing the project so that the intangible asset will provide its
expected service capacity

•

Demonstration of the current intention, ability, and presence of effort
to complete or, in the case of a multiyear project, continue development of the intangible asset

Only outlays incurred subsequent to meeting the criteria in the preceding list
should be capitalized. Outlays incurred prior to meeting those criteria should
be expensed as incurred.

Specified Conditions Approach for Internally Generated Computer
Software
7.56 Computer software that is developed in-house by the government’s
personnel or by a third-party contractor on behalf of the government should be
considered internally generated. Internally generated software also includes
purchased or licensed commercially available software that is modified using
more than minimal incremental effort before being put into operation.
7.57 The activities involved in developing and installing internally generated computer software can be grouped into the following stages:17

•

Preliminary project stage. This stage includes conceptual formulation
and evaluation of alternatives, determination of the existence of
needed technology, and final selection of alternatives for the development of the software.

•

Application development stage. This stage includes design of the
chosen path (including software configuration and software interfaces), coding, installation to hardware, and testing (including the
parallel processing phase).

•

Post-implementation/operation stage. This stage includes application
training and software maintenance.

7.58 The criteria in paragraph 7.57 related to the preliminary project
stage should be considered met only when the activities in this stage are
completed and management implicitly or explicitly authorizes and commits to
funding, at least currently in the case of a multiyear project, the software
project.18 Accordingly, outlays associated with activities in the preliminary
project stage should be expensed as incurred, and outlays related to activities
in the application development stage should be capitalized, in financial statements prepared the accrual basis of accounting, once the criteria have been met.
17
Data conversion should be considered an activity of the application development stage
only to the extent that it is determined to be necessary to make the computer software
operational (that is, in condition for use). Otherwise, data conversion should be considered an
activity of the post-implementation/operation stage.
18
For commercially available software that will be modified to the point that it is considered
internally generated, the noted criteria generally could be considered to have occurred upon the
government’s commitment to purchase or license the computer software.
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Such capitalization should cease no later than the point at which the computer
software is substantially complete and operational. Outlays associated with
activities in the post-implementation/operation stage should be expensed as
incurred.
7.59 Internally generated modifications of computer software that is
already in operation should be capitalized as discussed in paragraph 7.58 and
if the modification results in any of the following:

•

An increase in the functionality of the computer software (the computer software is able to perform tasks that it was previously incapable of performing)

•

An increase in the efficiency of the computer software (an increase in
the level of service provided by the computer software without the
ability to perform additional tasks)

•

An extension of the estimated useful life of the software

If the modification does not result in any of the preceding outcomes, the
modification should be considered maintenance, and the associated outlays
should be expensed as incurred.

Interfund Movements and Intra-Entity Transfers of Capital Assets
7.60 A government may move capital assets from one proprietary or
fiduciary fund to another. It also may move general capital assets to a proprietary or fiduciary fund (or visa versa). (There also may be a movement of related
debt at the same time.) These capital asset movements are accounted for at the
asset’s book value (original cost less accumulated depreciation, if any) at the
time of the movement. Consequently, no gain or loss is recognized in a proprietary or fiduciary fund from which the asset is moved. Further, because general
capital assets are not capitalized in governmental funds, there is no accounting
effect in those funds for movements of general capital assets. The governmentwide financial statements should report internal activity for such movements
between the governmental and business-type activities. The asset’s book value
should be moved from one column to the other and equal, offsetting internal
activity should be reported and then eliminated in the total primary government column. The GASB Q&A, item 7.10.4, states that capitalized interest
should not be removed from the cost of capital assets that are moved from an
enterprise fund to governmental activities.
7.61 If, for example, a government moves a general capital asset to a
proprietary fund, only the proprietary fund should report the movement at the
fund level. GASB Q&A item 7.74.4 states that the proprietary fund would
classify the movement as a capital contribution (in the last section of the
statement of revenues, expenses, and changes in net position). It also states that
both sides of the movement should be reported in the government-wide statement of activities as a transfer from governmental activities to business-type
activities. The fact that the movement affects government-wide activities but
not the governmental funds should be reported as a reconciling item between
the governmental fund and governmental-wide financial statements. (See the
discussion of financial statement reconciliations in chapter 10, “Net Position
and Financial Statement Reconciliations.”)
7.62 GASB Statement No. 48, Sales and Pledges of Receivables and Future
Revenues and Intra-Entity Transfers of Assets and Future Revenues, as amended,
discusses, in part, intra-entity transfers of assets, including capital assets. It
states that when accounting for the transfer of capital assets within the same
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financial reporting entity, the transferee should recognize the assets received
at the carrying value of the transferor (that is, they should not be revalued). In
some jurisdictions, different capitalization thresholds may be adopted for
governmental and proprietary funds. Therefore, it would be possible for a
transferred asset to be transferred with a carrying value of zero because it did
not meet the transferring fund’s capitalization threshold even though the asset
would have originally been capitalized in the receiving fund.19 See chapter 6
and chapter 9, “Interfund, Internal, and Intra-Entity Activity and Balances,” for
further discussion of GASB Statement No. 48.

Capital Assets Used in Landfills
7.63 GASB Statement No. 18, Accounting for Municipal Solid Waste
Landfill Closure and Postclosure Care Costs, establishes specialized accounting
and financial reporting standards for equipment and facilities relating to
municipal solid waste landfills. See that statement as well as the discussion of
closure and postclosure care liabilities in chapter 8.

Capital Assets Used in Pollution Remediation
7.64 GASB Statement No. 49 establishes specialized accounting and financial reporting standards for equipment and facilities relating to pollution
remediation obligations. In most cases, pollution remediation outlays, including
outlays for property, plant, and equipment, should be reported as an expense
when a liability is recognized. In certain circumstances, pollution remediation
outlays should be capitalized in the government-wide and proprietary fund
statements. See that statement as well as the discussion of pollution remediation liabilities in chapter 8.

Service Concession Arrangements
7.65 GASB Statement No. 60, Accounting and Financial Reporting for
Service Concession Arrangements, establishes accounting and financial reporting standards for service concession arrangements. A service concession arrangement is an arrangement between a government (the transferor) and an
operator in which all of the following criteria are met:
a. The transferor conveys to the operator the right and related obligation to provide public services through the use and operation of a
capital asset (a facility) in exchange for significant consideration,
such as an up-front payment, installment payments, a new facility, or
improvements to an existing facility.
b. The operator collects and is compensated by fees from third parties.
c. The transferor determines or has the ability to modify or approve
what services the operator is required to provide, to whom the
operator is required to provide the services, and the prices or rates
that can be charged for the services.

19
GASB Q&A items Z.48.4–Z.48.6 describe situations in which two parts of the same
reporting entity have differing capitalization polices and reiterates that the transfers discussed
in this section are to be made at the transferor’s net book value, regardless of whether the
receiving function would have, or would not have, capitalized the asset under its own
capitalization policy at some other value, or no value, had it purchased it or otherwise acquired
it, such as through donation, from a party outside the reporting entity.
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d. The transferor is entitled to significant residual interest in the
service utility of the facility at the end of the arrangement.
Service concession arrangements include, but are not limited to, the following:
a. Arrangements in which the operator will design and build a facility
and will obtain the right to collect fees from third parties (for
example, construction of a municipal complex for the right to lease a
portion of the facility to third parties)
b. Arrangements in which the operator will provide significant consideration in exchange for the right to access an existing facility (for
example, a parking garage) and collect fees from third parties for its
usage
c. Arrangements in which the operator will design and build a facility
for the transferor (for example, a new tollway), finance the construction costs, provide the associated services, collect the associated fees,
and convey the facility to the government at the end of the arrangement

Accounting and Financial Reporting by the Governmental
Transferor
7.66 If the facility associated with a service concession arrangement is an
existing facility, the transferor should continue to report the facility as a capital
asset. If the facility associated with a service concession arrangement is a new
facility purchased or constructed by the operator, or an existing facility that has
been improved by the operator, the transferor should report (a) the new facility
or the improvement as a capital asset at fair value when it is placed in
operation, (b) any contractual obligations as liabilities, and (c) a corresponding
deferred inflow of resources equal to the difference between (a) and (b). After
initial measurement, the capital asset is subject to existing requirements for
depreciation (except as noted in paragraph 7.67), impairment, and disclosures.
The capital asset should not be depreciated if the service concession arrangement requires the operator to return the facility to the transferor in its original
or an enhanced condition.
7.67 The corresponding deferred inflow of resources should be reduced
and revenue should be recognized in a systematic and rational manner over the
term of the service concession arrangement, beginning when the facility is
placed into operation.
7.68 Improvements made to the facility by the operator during the term
of the service concession arrangement should be capitalized by the transferor
as they are made and also are subject to existing requirements for depreciation,
impairment, and disclosures.

Accounting and Financial Reporting by the Governmental Operator
7.69 A governmental operator should report an intangible asset for the
right to access the facility and collect third-party fees from its operation at cost
(for example, the amount of upfront payment or the cost of construction of or
improvements to the facility). The cost of improvements to the facility made by
the governmental operator during the term of the service concession arrangement should increase the governmental operator’s intangible asset if the
improvements increase the capacity or efficiency of the facility. The intangible
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asset should be amortized over the term of the arrangement in a systematic and
rational manner.
7.70 Accounting and financial reporting for various types of service concession arrangements is also discussed in chapters 8 and 9.

Disclosures20
7.71 GASB Statement No. 34 paragraphs 116–117 require governments to
provide details in the notes to the financial statements about the primary
government’s capital assets reported in the government-wide statement of net
position. The information in the disclosure should be divided into major classes
of capital assets as well as between type of activity (governmental versus
business-type). Capital assets that are not being depreciated should be disclosed separately from those that are being depreciated. Information by major
classes of capital assets should include beginning- and end-of-year balances
(with accumulated depreciation presented separately from historical cost),
capital acquisitions, sales or other dispositions, and current-period depreciation
expense. The amount of depreciation charged to each function in the statement
of activities also should be disclosed. These disclosures should include capitalized collections of works of art, historical treasures, and similar assets. For
collections that are not capitalized, GASB Statement No. 34 paragraph 118
requires the government to disclose a description of the collection and the
reasons those assets are not capitalized.
7.72 The following are among the other disclosures required for capital
assets:

•

The policy for capitalizing assets and for estimating the useful lives
of those assets that are used to calculate depreciation expense (GASB
Statement No. 34 paragraph 115) (Item 7.85.4 of the GASB Q&A
indicates that disclosures about capital asset policies may include
[a] the capitalization threshold,21 [b] the methods used for estimating
historical cost or fair value, and [c] and the extent of infrastructure
capitalization. Those disclosures also could include the basis for
valuing capital assets, including the capitalization of interest and
ancillary charges.)

•

A general description of the method or methods used to compute
depreciation with respect to major classes of depreciable assets, as
required by GASB Statement No. 62 paragraph 9522

•

If using the modified approach for reporting eligible infrastructure
assets, a description of that approach (GASB Statement No. 34
paragraph 115)

•

Pertinent data regarding capital leases (GASB Statement No. 62
paragraphs 211–271)

20
Making disclosures for discretely presented component units is a matter of professional
judgment, as discussed in chapter 3.
21
Item 7.9.8 of the GASB Q&A discusses how a government’s capitalization policy may
include differing capitalization thresholds for different types of capital assets.
22
GASB Statement No. 38, Certain Financial Statement Note Disclosures, paragraph 5
states that disclosure in the notes to the financial statements is needed only when the
information required to be disclosed is not displayed on the face of the financial statements.
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•

If not otherwise apparent from the face of the financial statements,
a general description, the amount, and the financial statement classification of capital asset impairment losses (GASB Statement No. 42
paragraph 17)

•

The carrying amount of impaired capital assets that are idle at
year-end, regardless of whether the impairment is considered permanent or temporary (GASB Statement No. 42 paragraph 20)

•

Construction commitments (NCGA Statement No. 1 paragraph 158
and NCGA Interpretation No. 6, Notes to the Financial Statements
Disclosure, paragraph 4)

•

Information related to service concession arrangements by transferors and governmental operators (GASB Statement No. 60 paragraphs 16–18)

Management’s Discussion and Analysis
7.73 GASB Statement No. 34, as amended, requires the presentation of a
management’s discussion and analysis (MD&A) as discussed in chapter 2. Two
of the requirements for presentation in MD&A, which is RSI,23 involve capital
assets. Those items are

•

significant capital asset activity during the year, including a discussion of commitments made for capital expenditures. (As an alternative, governments may summarize the information in the disclosures
discussed in paragraph 7.71 and refer to it for additional details.)

•

for governments that use the modified approach to report eligible
infrastructure assets, (a) significant changes in the assessed condition of eligible infrastructure assets from previous condition assessments, (b) how the current assessed condition compares with the
condition level the government has established, and (c) significant
differences between the actual amounts spent during the current
year to maintain and preserve eligible infrastructure assets and the
estimated annual amount.

7.74 As discussed in chapter 2, MD&A also should include a description
of currently known facts, decisions, or conditions that are expected to have a
significant effect on financial position or results of operations. Examples of
currently known facts, decisions, or conditions related to capital assets that
might be expected to have a significant effect on financial position or results of
operations could be: the award and acceptance of a major capital grant; a
successful bond referendum for capital improvement or construction; the failure
of a referendum to renew a property tax millage dedicated for capital improvement; a vote by the governing board to significantly change the condition level
the government will use in the future to preserve and maintain infrastructure
assets accounted for using the modified approach; and the finalization of
contracts to rebuild a school heavily damaged by a fire.

23

See footnote 15.
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Auditing Considerations24
7.75 The audit objectives for the capital assets and related accounts of
each opinion unit, categorized by financial statement assertion, are as follows:

•

•

•

Assertions about classes of transactions and events for the period
under audit:

—

Occurrence. Reported capital expenditures and depreciation
and amortization expense represent amounts relating to the
period and pertain to the government.

—

Completeness. The financial statements report all capital expenditures and depreciation and amortization expense relating
to the period.

—

Accuracy. Amounts and other data relating to capital expenditures and depreciation and amortization expense have been
recorded appropriately.

—

Cutoff. Amounts and other data relating to capital expenditures
and depreciation and amortization expense have been recorded
in the correct accounting period.

—

Classification. Amounts and other data relating to capital
expenditures and depreciation and amortization expense have
been recorded in the proper accounts.

Assertions about account balances at the period end:

—

Existence. Reported capital assets represent items owned or
otherwise required to be reported (such as capital assets acquired through capital lease or intangible assets required to be
capitalized), considering the entity’s capitalization policies, as
of the end of the period.

—

Rights and obligations. The financial statements properly reflect conditions and agreements that affect the entity’s rights
and obligations concerning capital assets as of the end of the
period.

—

Completeness. The financial statements report all capital assets
and accumulated depreciation and amortization as of the end
of the period.

—

Valuation and allocation. Capital assets and accumulated depreciation and amortization are reported at the proper amounts.

Assertions about presentation and disclosure:

—

Occurrence and rights and obligations. Disclosed capital assets,
accumulated depreciation, accumulated amortization, capital
expenditures, and depreciation and amortization expense have
occurred and pertain to the government.

—

Completeness. All disclosures relating to capital assets, accumulated depreciation, accumulated amortization, capital expenditures, and depreciation and amortization expense that
should have been included in the financial statements have
been included.

24
Chapter 8, “Expenses or Expenditures and Liabilities,” also discusses internal control
features and auditing procedures applicable to capital asset acquisitions.
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—

Classification and understandability. Capital asset, accumulated depreciation, accumulated amortization, capital expenditure, and depreciation and amortization expense financial information is appropriately presented and described and disclosures
are clearly expressed.

—

Accuracy and valuation. The financial statements properly
classify, describe, and disclose the activity and balances relating to capital assets, including classification in the proper fund
and activity. Financial statement presentation and disclosure
are made in conformity with generally accepted accounting
principles (GAAP), consistently applied.

7.76 The auditor should determine that adequate procedures are performed related to each of those opinion units with material capital asset activity
and balances. (See the discussion of opinion units in chapter 4.) According to
paragraph .13 of AU-C section 315, Understanding the Entity and Its Environment and Assessing the Risks of Material Misstatement (AICPA, Professional
Standards), the auditor should obtain an understanding of the government’s
internal control relevant to the audit, including controls over capital assets and
related accounts. In addition to standard internal control features for those
assets and accounts, features that are unique or significant in government may
include policies and procedures that will

•

ensure that capital asset acquisitions and dispositions are initiated
and administered in accordance with budgetary and other legal and
contractual provisions.

•

define and identify the infrastructure assets that are owned or
otherwise required to be reported by the government.

•

define and identify the intangible assets that are owned and required
to be reported as capital assets by the government.

•

ensure the proper calculation and recording of depreciation expense,
including functional allocations.

•

ensure the proper calculation and recording of capital asset impairments.

•

properly record any transfers of capital assets and related debt
between funds, component units, or other entities.

•

ensure that the asset management system and the documentation of
the condition of the assets comply with the standards in GASB
Statement No. 34, as amended, if eligible infrastructure assets are
accounted for using the modified approach.

•

ensure that all appropriate GAAP-required disclosures are made in
the financial statements.

•

ensure that capital assets are maintained and disposed of in accordance with the requirements of the funding source used to acquire
the assets (for example, state grants).

7.77 In addition to standard audit procedures for capital assets and
related accounts and in addition to the audit considerations and procedures
discussed in paragraphs 7.78–.91, procedures relating to those assets and
accounts that are unique or significant in government may include the following:

•

Reviewing underlying documentation (such as statutes and regulations, governing board minutes, grant contracts and donor letters,
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and contracts to lease or sell capital assets) and interviewing the
entity’s management to determine legal and contractual provisions
relating to capital assets and related accounts that could have a
direct and material effect on the determination of financial statement
amounts

•

Comparing the entity’s budgeted and actual capital outlays for the
period and investigating significant variances

•

Evaluating the entity’s support for reported fair values of donated
capital assets (See AU-C section 540, Auditing Accounting Estimates,
Including Fair Value Accounting Estimates, and Related Disclosures
[AICPA, Professional Standards].)

•

Determining whether the entity has satisfactory title to capital
assets or other evidence supporting the reporting of infrastructure
assets (see also paragraph 7.81) and certain intangible assets (patents, copyrights, and trademarks), whether any liens exist, or whether
any capital assets have been pledged

•

Evaluating whether depreciation expense is properly charged to the
various functions

•

Evaluating whether capital asset impairments have been properly
reported

•

Evaluating whether transfers of capital assets and related debt
between funds, component units, and other entities have been properly reported

•

If eligible infrastructure assets are accounted for using the modified
approach, determining that the asset management system and the
documentation of the condition of the assets comply with the standards in GASB Statement No. 34, as amended, (see the further
discussion in paragraphs 7.83–.91) Evaluating whether financial
statement disclosures for capital assets and related accounts are in
conformity with GAAP

Capital Asset Records
7.78 A government’s accounting records may not be adequate to provide
audit evidence to support the financial statement assertions for capital asset
accounts. Some entities have not maintained or reconstructed detailed records
of their capital assets, especially older assets. Without detailed records, it may
be particularly difficult for the entity to provide persuasive support for calculating depreciation expense, recording and reporting capital asset dispositions,
and allocating depreciation expense among functions. The auditor should use
professional judgment in evaluating whether and to what extent the lack of
detailed capital assets records affects the auditor’s report on the financial
statements. Factors that the auditor might consider include the relative significance of those capital assets for which detailed records do not exist compared to those for which they do, the existence of other audit evidence to support
the applicable financial statement assertions, and the materiality of the capital
assets and related accounts to the opinion unit reporting those accounts. The
auditor also should consider whether the lack of records constitutes a significant deficiency in internal control (including whether it constitutes a material
weakness) that should be communicated to management and those charged
with governance or other related parties in accordance with AU-C section 265,
Communicating Internal Control Related Matters Identified in an Audit (AICPA,
Professional Standards).
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7.79 GASB Statement No. 34, as amended, requires certain disclosures
about capital assets to be divided into major classes of capital assets; it also
provides that certain assets are inexhaustible or may be accounted for using the
modified approach and thus not subject to depreciation. If a government has not
separately identified its major classes of capital assets or nondepreciable
capital assets in its capital asset records, it either cannot conform with or
provide support of its conformity with those GAAP requirements. The auditor’s
considerations in that situation are the same as for the lack of detailed records
for capital asset, as discussed in paragraph 7.78.
7.80 Governments may reconstruct, expand, or refine their capital asset
records to provide the information needed to conform with GAAP. Reconstruction of those records may be based on actual historical data or on estimation
procedures. In the period that a government reconstructs or expands its capital
asset records, the auditor should perform procedures normally applied to
capital asset additions to all new information in the records (even though the
entries represent previously owned assets). If the government uses a management’s specialist to assist in the reconstruction of its capital assets records,
AU-C section 500, Audit Evidence (AICPA, Professional Standards), provides
requirements and guidance when using the work of a management’s specialist.
The auditor may recommend that the government retain a permanent record
of the matters addressed during the reconstruction or expansion of its capital
asset records to provide ongoing support for the amounts in future periods. The
auditor also should consider documenting the procedures performed and the
result in the audit documentation (perhaps through a summary memo).

Ownership of Infrastructure Assets
7.81 The auditor may consider reviewing title documents, plat maps,
capital grant agreements, accounting records for maintenance and repair costs,
board minutes, engineering department logs, and maintenance department
work orders to ascertain the auditee’s ownership of or (if ownership is unclear)
responsibility for managing infrastructure assets. The auditor also may consider making inquiries of management and the entity’s legal counsel and
obtaining written management representations that address the ownership or
management of infrastructure assets to provide corroborating evidence for the
reporting of infrastructure assets.

Useful Lives of Infrastructure Assets
7.82 To depreciate infrastructure assets, a government needs to, among
other things, estimate the assets’ useful lives. It may be difficult to establish
estimated useful lives for infrastructure assets with reasonable certainty
because, by definition, they normally can be preserved for a significantly
greater number of years than other capital assets. The auditor should consider
determining that the entity has evaluated appropriate factors in establishing
those lives. In making such a determination, the auditor may consider whether
the entity has appropriately modified its estimate of the remaining useful lives
of assets over the years, as evidence becomes available that the likely useful
lives are longer or shorter than originally set. Sources of information about
estimated useful lives of infrastructure assets include engineering professionals, appropriate federal agencies and industry associations (such as the U.S.
Federal Highway Administration and the American Public Works Association),
and other governments in close proximity with similar infrastructure assets.
Useful lives that are based on arbitrary measures, such as the length of the
term of bonds used to finance the assets, may not appropriately represent the
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assets’ estimated useful lives. In evaluating an entity’s estimate of useful lives
for infrastructure assets, the auditor also could consider whether the entity has
evaluated the other factors discussed in paragraph 7.28 and footnote 11.

Modified Approach for Infrastructure Assets
Costs That Extend Initial Estimated Useful Lives
7.83 Usually, after a capital asset is placed into service, expenditures that
extend its initial estimated life are capitalized. However, under the modified
approach, that is not the case. As discussed in paragraph 7.49, only expenditures that increase the original capacity or efficiency of those assets are
capitalized. The auditor should consider this nuance in evaluating the entity’s
capitalization policy relating to infrastructure assets accounted for using the
modified approach.

Condition Assessments
7.84 To use the modified approach, GASB Statement No. 34 paragraph 24
requires the government to document that the three most recent complete
condition assessments provide reasonable assurance that the eligible infrastructure assets are being preserved approximately at (or above) the condition
level established and disclosed by the government.25 There are two interrelated
matters involved in determining whether a government has met that requirement. One has to do with whether and to what extent the three individual
condition assessments could be below the established condition level. (See
paragraph 7.85.) The other has to do with whether a single substandard
condition assessment constitutes a breach of the requirement. (See paragraph
7.86.)
7.85 The standard’s use of the term approximately allows flexibility. The
actual condition levels do not have to equal or exceed the condition level
established by the government; a reasonable variance below the established
level is permissible. The auditor could view “reasonableness” in this context in
different ways, for example

•

the percentage variance between the actual and established condition levels. (For example, an actual level of 72 would vary from an
established level of 75 by four percent; that is, 72 is 96 percent of 75.)

•

the relative cost, size, or other measure of assets in the network or
subsystem that fail to meet the established condition level compared
to the total cost, size, or other measure of all of the assets in the
network or subsystem.

7.86 GASB Statement No. 34, as amended, does not specify that a single
substandard condition assessment constitutes a breach of the requirement. If
that had been the intent, the use of the modified approach would have been
conditioned on each complete condition assessment providing reasonable assurance that the eligible infrastructure assets are being preserved approximately at (or above) the established condition level. The requirement to
consider the results of the three most recent condition assessments encourages
the preparer and auditor to take a broader perspective to the evaluation and
consider the three condition assessments together as a whole. One approach
25
GASB Statement No. 34 permits governments to begin to use the modified approach with
only one complete condition assessment. See paragraph 7.50.
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would be to consider the trend of the three most recent condition assessments;
an upward trend would be more “reasonable” than a downward trend. However,
the nature and circumstances surrounding a single substandard condition
assessment might lead to a conclusion that the three most recent condition
assessments, as a whole, do not provide the stipulated reasonable assurance.
The auditor should exercise professional judgment in evaluating whether a
single substandard condition assessment taken together with the two other
assessments provide reasonable assurance that the eligible infrastructure
assets are being preserved approximately at (or above) the established condition level.
7.87 An auditor cannot evaluate the results of a condition assessment
until it is complete, which GASB Statement No. 34, as amended, permits to take
up to three years. GASB Statement No. 34, as amended, also does not require
that condition assessment activities be conducted every year; it only requires
that a complete condition assessment be conducted at least every three years.
Therefore, an entity may disclose in its summary of significant accounting
policies that it uses the modified approach to account for eligible infrastructure
assets even though there has been no condition assessment activity during the
period. When this occurs, the auditor should follow the guidance in AU-C
section 580, Written Representations (AICPA, Professional Standards), if a
specific written representation from management regarding the entity’s intent
to use the modified approach is requested. To substantiate that intent, the
auditor could, for example, review minutes of governing board meetings,
compare the year’s actual maintenance/preservation costs to the estimated
amount, and discuss the plans for future condition assessment activity with the
staff that perform the assessments. If the entity does not represent that it
intends to continue to use the modified approach (for example, if it represents
that it intends to change to the depreciation method before the next complete
condition assessment is required), the auditor should consider whether that
intention affects the carrying value of the assets, is adequately disclosed in the
financial statements, and affects the auditor’s report on the financial statements.
7.88 GASB Statement No. 34, as amended, requires condition assessments to be documented in such a manner that they can be replicated. (See
paragraph 7.47.) Determining whether a condition assessment is replicable
does not require the auditor to reperform all or part of the condition assessment, although such a procedure could be used. Instead, in evaluating whether
condition assessments are replicable, the auditor could consider, for example,
internal control over the input and output of information and the extent to
which the procedures needed to use the method are documented. If a condition
assessment is found not to be replicable and the entity continues to apply the
modified approach in the subsequent reporting period, which constitutes a
departure from GAAP, not a scope limitation.
7.89 Management may engage a management’s specialist to develop the
condition assessment method or to perform the condition assessments.26 Further, the auditor may engage an auditor’s specialist to evaluate whether a
condition assessment is replicable. In those situations, AU-C section 620, Using
the Work of an Auditor’s Specialist (AICPA, Professional Standards), provides
26
A government’s use of a management’s specialist does not eliminate or minimize the asset
management system or documentation requirements for using the modified approach discussed
in paragraphs 7.46–.48. If a management’s specialist is used, the government will need to either
maintain the documentation or be able to access or obtain it from the management’s specialist,
even if the management’s specialist uses a proprietary product.
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requirements and guidance when using the work of an auditor’s specialist. If
a government uses another organization to perform its condition assessments
and those services are part of the government’s information system, that other
organization meets the definition of a service organization. AU-C section 402,
Audit Considerations Relating to an Entity Using a Service Organization
(AICPA, Professional Standards), provides requirements and guidance on the
factors auditors (referred to as user auditors) should consider when auditing
financial statements of an entity that uses a service organization to process
certain transactions. As an aside, AT section 801, Reporting on Controls at a
Service Organization (AICPA, Professional Standards), and the AICPA Guide
Service Organizations—Applying SSAE No. 16, Reporting on Controls at a
Service Organization (SOC 1SM), provide guidance for independent auditors
(service auditors) who issue reports on processing of transactions by service
organizations for use by other auditors.
7.90 Footnote 18 to GASB Statement No. 34 paragraph 23 permits condition assessments to be performed by the government itself or by contract.
GASB Q&A, item 7.19.3 states that there are no minimum training requirements for staff that manage an asset management system. However, the level
of expertise and experience of the persons conducting the assessments is an
element of internal control over the inputs and outputs of the information.
Therefore, in evaluating that internal control, the auditor should evaluate the
qualifications of the individuals who perform the condition assessments, including their educational background, experience in performing condition assessments (especially with the types of infrastructure assets for which they are
currently performing condition assessments), objectivity, and the nature and
level of training on consistently applying the measurement method.
7.91 The auditor also should consider evaluating whether complete condition assessments have been performed in a consistent manner, as required by
GASB Statement No. 34 paragraph 24. GASB Q&A item 7.20.11 states that
consistency is achieved if the entire condition assessment is performed using
the same condition assessment method, basis for the condition measurement,
and measurement scale. A government may change the method, basis, or scale
before beginning the subsequent complete assessment. For example, if a government performs its condition assessment over a three-year cycle, and changes
the method, basis, or scale during the third year of the cycle, it would have to
perform a condition assessment on all (or a statistical sample) of the subject
assets during that third year using the new method, basis, or scale. Alternatively, the government could complete the cyclical condition assessment using
the old method, basis, or scale, and make the change at the beginning of the next
assessment cycle. If changes are made in the method, basis, or scale used during
the periods covered by the RSI schedules, the auditor’s procedures required for
RSI (as discussed in chapter 4) should alert the auditor to whether those
changes are appropriately disclosed as described in paragraph 7.53.
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Chapter 8

Expenses or Expenditures and Liabilities
Update 8-1 Accounting and Reporting: Assets and Liabilities
Governmental Accounting Standards Board (GASB) Statement No. 65, Items
Previously Reported as Assets and Liabilities, issued in March 2012, is effective
for periods beginning after December 15, 2012. Earlier application is encouraged. Accounting changes should be applied retroactively by restating financial
statements, if practical, for all periods presented.
GASB Statement No. 65 establishes accounting and financial reporting standards that reclassify certain items that were previously reported as assets and
liabilities as deferred outflows of resources, deferred inflows of resources,
current period outflows of resources, or current period deferred inflows of
resources. This statement also provides financial reporting guidance related to
the impact of the financial statement elements deferred outflows of resources
and deferred inflows of resources, such as changes in the determination of the
major fund calculations and limiting the use of the term deferred in financial
statement presentations. (Extant use of the term deferred in this guide will
remain until implementation of GASB Statement No. 65.)
When implemented, GASB Statement No. 65 will have pervasive effects on
chapter 2, “Financial Reporting,” chapter 6, “Revenues and Receivables,” and
chapter 8, “Expenses or Expenditures and Liabilities,” of this guide. For more
information about the effects of GASB Statement No. 65 upon its implementation, a summary of this statement is included in section A.02 in appendix A,
“Guidance Updates.”

Introduction
8.01 Expenses or expenditures1 and liabilities represent outflows of resources2 from the government that are applicable to the reporting period.
Because expense/expenditure and liability transactions are closely related,
many audit procedures satisfy the audit objectives of both types of accounts at
the same time. That is, evidence that supports assertions about expenses or
expenditures also generally supports assertions about liabilities. This chapter
discusses accounting, financial reporting, and auditing considerations relating
to various transactions and events that result in expenses or expenditures,
liabilities, and deferred outflows of resources. Chapter 7, “Capital Assets,”
1
In general, this chapter does not discuss interfund transfers, loans, or reimbursements;
see chapter 9, “Interfund, Internal, and Intra-Entity Activity and Balances,” for those items. The
terms expenses and expenditures are used in a generic manner throughout much of this chapter
to refer to the resource outflows from other than interfund transfers that are reported in a
government’s activity statements. Governmental Accounting Standards Board (GASB) standards require different classifications of those reported resource outflows in the various activity
statements, as discussed later in this chapter.
2
GASB Concepts Statement No. 4, Elements of Financial Statements, defines an outflow of
resources as the consumption of net assets by the government that is applicable to the reporting
period. Net assets may be consumed directly when acquired from an external party or may be
consumed after being under control of the government for a period of time. Consumptions of
net assets result in either (a) a decrease in assets in excess of any related decrease in liabilities
or (b) an increase in liabilities in excess of any related increase in assets. Employees providing
government services for which they will be paid in the next reporting period and loss of a
government building due to fire are examples of the consumption of net assets by a government.
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discusses accounting, financial reporting, and certain auditing considerations
for expenses or expenditures for capital assets.3

Nature of Transactions
8.02 The resource outflows that a particular governmental activity statement reports results from its measurement focus and basis of accounting
(MFBA). The government-wide, proprietary fund, and trust fund4 financial
statements, which use the economic resources/accrual MFBA, report expenses.
The governmental fund financial statements, which use the current financial
resources/modified accrual MFBA, report expenditures. The primary differences between expenses and expenditures relate to (a) the acquisition of capital
assets versus their use, (b) the issuance and payment of long-term debt, and
(c) certain current-period costs for which payment normally is not due until
future periods.
8.03 Many resource outflows are reported based primarily on events or
transactions that require cash disbursements during the current period or
shortly thereafter; examples are payroll, rent, utilities, and capital asset
acquisitions. Other resource outflows are reported based primarily on known or
estimated future-period cash disbursements; examples are compensated absences, and claims and judgments. Still other resource outflows are reported
based on the known or estimated use of items acquired through prior-period
cash disbursements and reported as assets or deferred charges; examples are
depreciation of capital assets, allocations of prepaid items, and the use of
inventory items.
8.04 Many governments centralize their purchasing, accounts payable,
and cash disbursement activities. Small governments usually have a single
system to control the ordering and receipt of goods and services, the accounting
for expenses or expenditures and liabilities, and cash payments. Larger governments often have multiple systems to control the ordering and receipt of
goods and services (for example, purchasing offices for individual departments),
but still may account for expenses or expenditures and liabilities and make cash
payments through a single system. Some governments may have separate
control systems for grant programs or for autonomous departments or agencies.
Some governments also have specialized processes to handle small-dollar
purchases, such as the use of petty cash funds, debit cards, or procurement
cards. Many governments centralize their payroll activities, but multiple systems may exist in certain circumstances. Sometimes, certain of a government’s
cash payments are made by another entity, such as a financial institution that
makes principal and interest payments to individual bondholders.
8.05 Many of a government’s expenses or expenditures arise from exchange and exchange-like transactions. However, a government also may have
significant amounts of resource outflows arising from nonexchange transactions, such as grants and contributions to other entities and individuals,
including pass-through grants that are received from other entities to transfer
to or spend on behalf of secondary recipients.

3
Although chapter 7, “Capital Assets,” discusses accounting, financial reporting, and
auditing considerations for the acquisition and use of capital assets, this chapter’s discussions
of internal control features and auditing procedures also apply to capital asset acquisitions.
4
This chapter refers to trust funds rather than to fiduciary funds because a government’s
basic financial statements do not include activity statements for agency funds.
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8.06 Activities between the funds of a primary government and between
the primary government and its component units also may generate expenses
or expenditures and liabilities. Accounting, financial reporting, and auditing
considerations for reporting those activities in the financial reporting entity’s
financial statements are discussed in chapter 9, “Interfund, Internal, and
Intra-entity Activity and Balances.” However, the measurement and recognition
standards for some of the transactions and other events discussed in this
chapter apply to those activities, subject to the provisions concerning interfund,
internal, and intra-entity activity and balances of GASB Statement No. 34,
Basic Financial Statements—and Management’s Discussion and Analysis—for
State and Local Governments, as amended. For example, paragraph 8.66
discusses the treatment of interfund charges for risk financing activities and
paragraph 8.23 discusses employer’s accounting for single-employer defined
benefit pension plans, which may involve payments between a primary government’s funds or from a primary government to a component unit. Although
the provisions of GASB Statement No. 33, Accounting and Financial Reporting
for Nonexchange Transactions, as amended, do not apply to activities between
the funds of a primary government, they do apply to the recognition and
measurement of transactions between a primary government and its component units. However, the provisions of GASB Statement No. 34, as amended, for
interfund, internal, and intra-entity activity and balances affect how nonexchange transactions between the primary government and its component units
are reported when component units are included with the primary government
in the reporting entity’s financial statements.
Update 8-2 Accounting and Reporting: Reporting Entity
GASB Statement No. 61, The Financial Reporting Entity: Omnibus—an amendment of GASB Statements No. 14 and No. 34, issued in November 2010, is
effective for periods beginning after June 15, 2012. Earlier application is
encouraged. In the first period this statement is applied, changes should be
treated as prior period adjustments and financial statements presented for the
periods affected should be restated.
GASB Statement No. 61 amends GASB Statement No. 14, The Financial
Reporting Entity, and GASB Statement No. 34 by amending the criteria for
including component units and for blending component units in the financial
statements of the primary government. In addition, GASB Statement No. 61
requires reporting condensed combining information in the notes to the financial statements for component units that are blended through consolidation into
the single column of primary governments that are business-type activities
reporting in a single column (such as a state university). GASB Statement No.
61 also clarifies the reporting of equity interests in legally separate organizations.
For more information about the effects of GASB Statement No. 61 upon its
implementation, a summary of this statement is included in section A.01 in
appendix A.
8.07 Liabilities also arise from issuing debt. Governments borrow money
on a short-term basis either to meet seasonal cash needs or in advance of future
long-term borrowing. Governments usually borrow on a long-term basis to
finance capital asset acquisitions, but they also borrow for noncapital purposes,
such as to provide the initial funding for a risk-retention program, to pay claims
and judgments, to finance an accumulated operating deficit, or to advance the
cash flows relating to long-term or delinquent receivables.
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8.08 The expense or expenditure and liability activities of governments
often are subject to various compliance requirements, such as the following:

•

The amount of a government’s spending for particular funds, functions,
departments, or object classes usually is subject to budgetary constraints. (See chapter 11, “The Budget.”) Governments generally control compliance with budgetary spending requirements through the
use of an encumbrance system. Encumbrances record formal commitments (usually contracts or purchase orders) to acquire goods or
services so that budgetary expenditures do not exceed appropriations.

•

State and local laws and regulations, debt agreements (covenants or
indentures), and grant agreements often impose requirements for
competitive bidding for large-dollar purchases. Those requirements
usually are designed to ensure that the government gets the best
price for the best goods and services and that all qualified vendors,
including small and minority vendors, have an equal opportunity to
provide the goods and services. Those requirements also may bar
certain vendors from providing goods or services to a government, for
example, because of previous problems with procurement contracts.

•

Employee arrangements may be affected by state and local laws
mandating certain fringe benefits; federal and state laws and regulations mandating the payment of prevailing wage rates on construction projects; civil service requirements for hiring, promoting, and
terminating employees; union contracts establishing wage rates and
benefits; budgetary authorizations limiting the number of employees
authorized by department or function; federal and state laws and
regulations relating to overtime, compensatory time, and employment taxes; and intergovernmental grants or private contributions
that restrict the maximum personal service costs that can be charged
to the program.

•

Many intergovernmental grants, entitlements, private contributions,
and trust agreements require that amounts provided be spent for
particular purposes or during a particular period or that the recipient
government provide matching funds or raise matching contributions.
They also may require that cash be disbursed within a short time
after its receipt from the grantor or contributor. Certain awards may
permit a government to charge indirect costs to a grant, sometimes
based on an approved indirect cost allocation plan or rate. Those
requirements may be listed in the award document, the recipient
government’s application for assistance (for example, as part of the
program budget), or in cost circulars or program regulations.

•

State and local laws may impose limits on the amount of debt that
a government can issue, and often require approval by senior levels
of government or voters to issue debt. Those limitations can apply to
all forms of debt, or they may be structured so there are separate
limits and voter requirements for different debt forms (for example,
general obligation, revenue, installment, and lease purchase debt) or
purposes (for example, debt issued for equipment, water and sewer,
or transportation purposes). Local governments may not be able to
issue debt without explicit authority in state law, and those laws may
limit the form of debt that a local government can issue. Other
limitations on the form, type, or amount of debt are imposed by
federal tax laws and related IRS regulations relating to tax-exempt
debt. (See also the discussion in chapter 5, “Financial Instruments,”
concerning federal arbitrage requirements.)
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•

Debt agreements require the payment of principal and interest in
established amounts and on established dates and may limit the use
of debt proceeds to specific purposes. Some debt agreements restrict
other activities of the issuer. For example, they may require (a) that
the fund that will repay the debt maintain certain levels of equity or
changes in equity, (b) that particular revenues be used to pay debt
service, and (c) certain reserve funds, such as a repair and replacement, rate stabilization, or sinking fund to set aside resources for the
future payment of debt service obligations. Debt agreements often
require the government to file continuing disclosure documents with
certain distributing organizations as discussed in chapter 16, “Auditor Involvement With Municipal Securities Filings.” Note also that
debt agreements (covenants) may also provide trustees with the
ability to call outstanding bonds should some or all covenants not be
met during the period or as of a specified date.

Although a government should be concerned with all compliance requirements,
generally accepted auditing standards focus the auditor’s concern on those compliance requirements that could have a direct and material effect on the determination of financial statement amounts. (See the further discussion of the auditor’s
responsibility in this regard in chapter 4, “General Auditing Considerations.”)
8.09 Resource outflows are classified in governmental financial statements in various ways. In the government-wide statement of activities, they are
reported as expenses (generally classified by function or different identifiable
activity) or special or extraordinary items. In the governmental funds, they are
reported as expenditures (generally classified by character and function), other
financing uses, special items, or extraordinary items. In the proprietary funds,
resource outflows are usually classified as operating expenses, nonoperating
expenses, special items, or extraordinary items. The trust funds activity statement classifies resource outflows as deductions. See the detailed discussions of
the classification of resource outflows in paragraphs 8.107–.114.

Accounting and Financial Reporting Considerations5
General Recognition Standards
8.10 The government-wide, proprietary fund, and trust fund financial
statements use the economic resources/accrual MFBA. Because of the economic
resources measurement focus, those activity statements report expenses, which
include the deferral and allocation or amortization of costs that are attributed
to one or more future periods. Because of the accrual basis of accounting,
expenses resulting from exchange and exchange-like transactions are recognized when the exchange takes place; expenses from nonexchange transactions
are recognized in accordance with GASB Statement No. 33, as amended, and
as explained later in this chapter.
8.11 The governmental funds financial statements use the current financial
resources/modified accrual MFBA. Because of the current financial resources
measurement focus, governmental funds report expenditures, which generally do
not include the deferral and allocation or amortization of costs that are attributed

5
Presenting note disclosures and required supplementary information (RSI) for discretely
presented component units is a matter of professional judgment, as discussed in chapter 3, “The
Financial Reporting Entity.”
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to one or more future periods.6 National Council on Governmental Accounting
(NCGA) Statement No. 1, Governmental Accounting and Financial Reporting
Principles, paragraph 57, as amended, establishes the standards for the modified
accrual recognition of governmental fund expenditures, stating that expenditures
should be recognized in the accounting period in which the fund liability is
incurred, if measurable, except for unmatured interest on general long-term debt,
which should be recognized when due. Measurable refers to the ability to reasonably estimate the amount of the expenditure. Other NCGA and GASB pronouncements refine the definition of modified accrual expenditure recognition.7
8.12 NCGA Statement No. 1 paragraph 70, as interpreted, requires that
governmental funds accrue liabilities and expenditures in the period in which
the government incurs the liability. However, NCGA Statement No. 1 paragraphs 43–44, as amended and interpreted, require that the portion of general
long-term indebtedness that is not matured (due for payment) be reported as
general long-term liabilities of the government, rather than as governmental
fund liabilities. That requirement applies not only to formal debt issues but also
to other forms of general long-term indebtedness. GASB Interpretation No. 6,
Recognition and Measurement of Certain Liabilities and Expenditures in Governmental Fund Financial Statements—an interpretation of NCGA Statements
1, 4, and 5; NCGA Interpretation 8; and GASB Statements No. 10, 16, and 18,
as amended, clarifies the modified accrual recognition of expenditures and
liabilities.8 It states that governmental funds should report matured liabilities
and the related expenditures. Matured liabilities include the following:

•

Liabilities that normally are due and payable in full when incurred.
This includes, for example, liabilities for salaries, professional services, supplies, utilities, and travel. In the absence of an explicit
requirement to do otherwise, governmental funds should accrue such
liabilities (and expenditures) in the period in which the government
incurs the liability.9

6
See the alternative to use the consumption method for prepaid items and inventory in
governmental funds in paragraphs 8.77 and 8.79.
7
Although transactions and other events associated with the governmental funds are
reported in the fund financial statements using the current financial resources/modified accrual
measurement focus and basis of accounting (MFBA), they are reported in the government-wide
financial statements using the economic resources/accrual MFBA, typically as governmental
activities. That “conversion” from one MFBA to another is explained in the governmental fund
financial statements through the presentation of a summary reconciliation to governmental
activities in the government-wide financial statements. See the further discussion of those
reconciliations in chapter 10, “Net Position and Financial Statement Reconciliations.”
8
The scope of GASB Interpretation No. 6, Recognition and Measurement of Certain Liabilities and Expenditures in Governmental Fund Financial Statements—an interpretation of NCGA
Statements 1, 4, and 5; NCGA Interpretation 8; and GASB Statements No. 10, 16, and 18, as
amended, does not include operating leases with scheduled rent increases (see paragraph 8.73)
or employer contributions to (a) pension plans (see paragraphs 8.23–.24 and 8.27) or (b) other
postemployment benefit plans (see paragraph 8.32 and 8.36–.38), which should be recognized
in accordance with GASB Statement No. 27, Accounting for Pensions by State and Local
Governmental Employers, or GASB Statement No. 45, Accounting and Financial Reporting by
Employers for Postemployment Benefits Other Than Pensions, as amended, respectively.
9
GASB Technical Bulletin No. 2004-2, Recognition of Pension and Other Postemployment
Benefit Expenditures/Expense and Liabilities by Cost-Sharing Employers, provides, in part,
that for governmental fund financial statements, which are prepared on the modified accrual
basis of accounting, a cost-sharing employer should recognize
• a pension or other postemployment benefits expenditure equal to the sum of (1)
amounts contributed (paid) during the financial reporting period as contractually
required contributions for pay periods within that period and (2) any additional unpaid
contractually required contributions for one or more pay periods within that period and
• a fund liability for the unpaid contractually required contributions (that is, the unpaid
contributions assessed for one or more pay periods within the financial reporting period).
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The matured portion of general long-term indebtedness. Debt service
on formal debt issues (such as bonds and capital leases) generally
should be recognized as a governmental fund liability and expenditure when due (matured)—with optional additional accrual under
certain conditions, as discussed inparagraph 8.92. Compensated absences, claims and judgments, termination benefits, landfill closure,
postclosure care costs, and pollution remediation obligations should
be recognized as governmental fund liabilities and expenditures to
the extent the liabilities are “normally expected to be liquidated with
expendable available financial resources.” In general, governments
are normally expected to liquidate those liabilities with expendable
available financial resources to the extent that the liabilities mature
(come due for payment) each period. Further, a government may have
“other commitments that are not current liabilities properly recorded
in governmental funds,” which are forms of general long-term indebtedness for which explicit recognition criteria have not been
established. For such items, a fund liability and expenditure should
be recognized when the payments are due.

8.13 The recognition of expenditures and governmental fund liabilities for
compensated absences, claims and judgments, termination benefits, landfill
closure and postclosure care costs, and pollution remediation obligation liabilities is based on the maturity of the liabilities and does not depend on how the
government accumulates resources to pay those liabilities. Even though some
governments advance-fund part or all of the liabilities covered by the “normally
expected” criterion, that advance funding should not result in recognizing
additional governmental fund expenditures or liabilities.10 Those accumulated
resources should be reported as a part of governmental fund balance as
nonspendable, restricted, committed, assigned, or unassigned, if appropriate.
8.14 GASB Statement No. 33 paragraph 14 requires that governments
report net position or fund balance with purpose restrictions as restricted until
they use the resources for the specified purpose. The decision whether to first
apply unrestricted or restricted resources to specific expenses is a management
decision.
8.15 When governments issue long-term debt, the accounting treatment
differs depending on the measurement focus used in the financial statements.
In the financial statements that use the economic resources measurement focus
(government-wide, proprietary fund, and trust fund financial statements),
issuing long-term debt results in reporting a liability in the financial position
statements, with no effect on the activity statements. In the governmental fund
financial statements, however, issuing long-term debt generally results in
reporting an other financing source in the activity statement. Issuing shortterm debt generally results in reporting a liability in all financial position
statements, including the governmental funds balance sheet. See the detailed
discussion of debt in paragraphs 8.83–.105.
8.16 Governments should record the issuance of debt in the period debt
instruments are issued, that is, on the closing date. No amounts are recorded
until the debt instruments are issued. If a closing takes place before year-end
but proceeds are not received until early in the following year, receivables and
liabilities should be reported on the closing date.
10
GASB Interpretation No. 6 observes that governments that would prefer accrual-basis
recognition of the liabilities covered by the “normally expected” criterion in fund financial
statements might consider reporting the activity through a trust or internal service fund.
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Specific Recognition and Financial Reporting Standards
Employment-Related Transactions and Other Events
Compensated Absences
8.17 GASB Statement No. 16, Accounting for Compensated Absences, as
interpreted by GASB Interpretation No. 6, provides guidance for measuring
liabilities for compensated absences, which are absences for which employees
will be paid, such as vacation, sick leave, and sabbatical leave. GASB Statement
No. 16 provides different liability measures depending on the characteristics of
particular benefits. It also provides alternatives—the termination payment
method and the vesting method—for recognizing liabilities for sick leave and
other compensated absences with similar characteristics. GASB Statement No.
16 requires (a) the compensated absences liability generally to be measured
using the pay or salary rates in effect at the reporting date and (b) additional
amounts to be accrued for certain salary-related payments associated with the
payment of compensated absences, for example, the employer’s share of social
security and Medicare taxes and in some cases the employer’s contributions to
pension plans. The government-wide and proprietary and trust fund financial
statements should recognize compensated absences expenses when the liability
is incurred. Using the measurement criteria discussed previously, governmental funds should recognize compensated absences expenditures and report the
related fund liabilities as discussed in paragraphs 8.12–.13.

Internal Revenue Code Section 457 Deferred Compensation Plans
8.18 Governments establish Internal Revenue Code (IRC) Section 457
deferred compensation plans to allow employees to defer part of their pay in a
tax-sheltered program. GASB Statement No. 32, Accounting and Financial
Reporting for Internal Revenue Code Section 457 Deferred Compensation Plans—a
rescission of GASB Statement No. 2 and an amendment of GASB Statement No.
31, as amended, requires that such a plan that meets the definition of a pension
(and other employee benefit) trust fund be reported in that manner. In evaluating whether to report an IRC Section 457 plan as a trust fund, a government
should exercise judgment in determining whether it has fiduciary accountability for the plan and whether it holds the assets in a trustee capacity. If the plan
is reported, GASB standards provide guidance on the valuation of plan investments. (See chapter 5.)11

Termination Benefits
8.19 GASB Statement No. 47, Accounting for Termination Benefits, requires employers to recognize a liability and expense for voluntary termination
benefits (such as early retirement incentives) when the offer is accepted and the
amount can be estimated. Employers should recognize a liability and expense
for involuntary termination benefits (such as severance benefits) when a plan
of termination (as defined in the statement) has been approved by those with
the authority to commit the government to the plan, the plan has been
communicated to the employees, and the amount can be estimated. Governmental fund financial statements should recognize those liabilities and expenditures to the extent the liabilities are normally expected to be liquidated with
11
GASB Comprehensive Implementation Guide (GASB Q&A) item Z.32.1 explains that a
plan that purchases an annuity for payout to a participant should exclude the annuity contract
from the plan’s assets and benefit amounts (liabilities).
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expendable available financial resources. When termination benefits include
enhancement of pension or other postemployment benefits provided under an
existing defined benefit or other postemployment benefit (OPEB) plan, the
provisions of GASB Statement No. 27, Accounting for Pensions by State and
Local Governmental Employers, or No. 45, Accounting and Financial Reporting
by Employers for Postemployment Benefits Other Than Pensions, as amended,
as appropriate, should be applied.12

Pensions
Update 8-3 Accounting and Reporting: Pension Plan Reporting and
Disclosures
GASB Statement No. 67, Financial Reporting for Pension Plans—an amendment of GASB Statement No. 25, issued in June 2012 is effective for periods
beginning after June 15, 2013. Earlier application is encouraged. Accounting
changes should be applied retroactively by restating financial statements, if
practical, for all periods presented. GASB Statement No. 67 includes transition
provisions regarding the presentation of certain information in the schedules
of required supplementary information (RSI).
GASB Statement No. 67 replaces the requirements of GASB Statement Nos. 25,
Financial Reporting for Defined Benefit Pension Plans and Note Disclosures for
Defined Contribution Plans, and 50, Pension Disclosures, as they relate to
pension plans that are administered through trusts or equivalent arrangements that meet certain criteria. The requirements of GASB Statement Nos. 25
and 50 remain applicable to pension plans that are not administered through
trusts covered by the scope of this statement and to defined contribution plans
that provide postemployment benefits other than pensions.
The statement builds upon the existing framework for financial reports of
defined benefit pension plans, which includes a statement of fiduciary net
position (the amount held in a trust for paying retirement benefits) and
specifies the required approach to measuring the pension liability of employers
and nonemployer contributing entities for benefits provided through the pension plan (the net pension liability), about which information is required to be
presented. This statement also details the note disclosure requirements for
defined contribution pension plans administered through trusts that meet the
identified criteria.
Users of this guide are encouraged to consult the full text of GASB Statement
No. 67, available on GASB’s website at www.gasb.org.
Update 8-4 Accounting and Reporting: Pensions of State and Local
Governmental Employers
GASB Statement No. 68, Accounting and Financial Reporting for Pensions, an
amendment of GASB Statement No. 27, issued in June 2012, is effective for
periods beginning after June 15, 2014. Earlier application is encouraged. GASB
Statement No. 68 includes transition provisions regarding accounting changes
and the presentation of information in schedules of RSI.
GASB Statement No. 68 replaces the requirements of GASB Statement No. 27,
as well as the requirements of GASB Statement No. 50, as they relate to
(continued)
12
GASB Q&A items Z.47.1–Z.47.5 provide examples of how to compute the liability and
expense for termination benefits using various assumptions.

AAG-SLV 8.19

240

State and Local Governments

pensions that are provided through pension plans administered as trusts or
equivalent arrangements (hereafter jointly referred to as trusts) that meet
certain criteria. The requirements of GASB Statement Nos. 27 and 50 remain
applicable for pensions that are not covered by the scope of this statement.
GASB Statement No. 68 establishes standards for measuring and recognizing
liabilities, deferred outflows of resources, deferred inflows of resources, and
expenses and expenditures related to pensions. For defined benefit pensions,
this statement identifies the methods and assumptions that should be used to
project benefit payments, discount projected benefit payments to their actuarial
present value, and attribute that present value to periods of employee service.
Users of this guide are encouraged to consult the full text of GASB Statement
No. 67, available on GASB’s website at www.gasb.org.
8.20 GASB Statement No. 27, as amended by GASB Statement No. 34, as
amended, and GASB Statement No. 50 establishes accounting and financial
reporting standards for pension expenses or expenditures, and related assets
and liabilities by governmental employers. GASB Technical Bulletin No. 2004-2,
Recognition of Pension and Other Postemployment Benefit Expenditures/
Expense and Liabilities by Cost-Sharing Employers, and chapter 5 of the GASB
Comprehensive Implementation Guide (GASB Q&A) provide additional guidance.
8.21 GASB Statement No. 27, as amended, addresses accounting by
employers in both defined benefit and defined contribution pension plans. (See
paragraph 8.27 for a discussion of defined contribution pension plans.) Defined
benefit pension plans specify the amount of pension benefits to be provided at
a future date or after a certain period of time. Pension benefits include
retirement income and all other benefits provided through a defined benefit
pension plan, except postemployment healthcare benefits. For example, disability and death benefits provided through a defined benefit pension plan are
pension benefits. The same benefits provided through a plan that does not
provide retirement income are not pension benefits, rather they are other
postemployment benefits. (See paragraphs 8.29–.31.) There are three types of
defined benefit pension plans:

•

A single-employer plan covers the current and former employees,
including beneficiaries, of only one employer. (See also paragraphs
8.22–.23.)

•

An agent multiple-employer plan is an aggregation of singleemployer plans, with pooled administrative and investment functions. Separate actuarial valuations are performed for each employer’s plan to determine its periodic contribution rate and other information.

•

A cost-sharing multiple-employer plan is a single plan with pooling
(cost-sharing) arrangements for the participating employers. All risks,
rewards, and costs, including benefit costs, are shared among the
participating employers and are not attributed to individual employers. A single actuarial valuation covers all plan members and the
same contribution rate applies for each employer.

8.22 GASB Statement No. 27 requires employers that participate in
single-employer and agent multiple-employer defined benefit pension plans to
measure and disclose an amount for annual pension cost (APC). APC should
equal the employer’s annual required contributions (ARC) to the plan, unless
the employer has a net pension obligation (NPO) for past under- or overcontributions. The ARC is the employer’s required contributions for the year,
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calculated in accordance with certain parameters that concern the frequency
and timing of actuarial valuations as well as actuarial methods and assumptions. An NPO is the cumulative difference between APC and the employer’s
contributions to a plan. An employer with an NPO should measure APC equal
to (a) the ARC, (b) one year’s interest on the NPO, and (c) an adjustment to the
ARC to offset the effect of actuarial amortization of past under- or overcontributions. When the amount of amortization of past under- or overcontributions is separately identified in the actuarial valuation, GASB Technical Bulletin No. 2008-1, Determining the Annual Required Contribution
Adjustment for Postemployment Benefits, encourages the use of the actual
amount included in the ARC as the ARC adjustment.
8.23 Employers that participate in single-employer and agent multipleemployer plans should recognize annual pension expenses or expenditures, and
report related assets and liabilities as follows:

•

Pension expense in the government-wide, proprietary fund, and trust
fund financial statements should equal the APC as discussed in
paragraph 8.22. The NPO should be adjusted for the difference
between contributions made and pension expense. A positive (negative) year-end balance in the NPO should be reported as a liability
(asset) in the government-wide and fund financial statements. Pension liabilities and assets related to different plans should not be
offset in the financial statements. Separate rows and columns should
be used to distinguish between assets and liabilities of the total
primary government and those of its discretely presented component
units, and between assets and liabilities of governmental and businesstype activities of the primary government.

•

Pension expenditures in the governmental funds should equal the
amount contributed to the plan or expected to be liquidated with
expendable available financial resources. (Note that the scope of
GASB Interpretation No. 6 does not include employer contributions
to pension plans.) The NPO should be adjusted for the difference
between pension expenditures and the APC. GASB Statement No. 27
paragraph 16, as amended, provides that a positive year-end balance
in the NPO should not be reported in the governmental fund financial
statements; it should be reported as a general long-term liability only
in the governmental activities column in the government-wide statement of net position. If the year-end balance in the NPO is negative,
a previously reported liability to the same plan should be reduced to
zero. Any additional negative amount should be reported as an asset
(prepaid expense) in the government-wide financial statements.

8.24 Employers that participate in cost-sharing multiple-employer plans
should recognize annual pension expenses or expenditures in all financial
statements equal to their contractually required contributions to the plan.
Pension liabilities and assets result from the difference between contributions
required and contributions made. GASB Technical Bulletin No. 2004-2 addresses the recognition of pension expenditures or expenses by cost-sharing
employers when a payment scheduled after the end of an employer’s financial
reporting period includes contributions for one or more months of that reporting
period. GASB Q&A item 5.52.4 states that when one entity is legally responsible for almost all actuarially determined required contributions to a costsharing plan, and that level of responsibility is ongoing and unlikely to change
significantly in the foreseeable future, that entity is encouraged to apply the
sole-employer requirements (rather than the cost-sharing requirements) of
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GASB Statement No. 27 because the plan is in substance a single-employer
plan. See paragraph 8.25 for additional disclosures that would be required in
these circumstances.
8.25 GASB Statement No. 27 paragraphs 20–21 require various disclosures in the notes to the financial statements for each of a governmental
employer’s defined benefit pension plans. Those disclosures include, for example, a description of the plan, the funding policy for the plan, and (except for
cost-sharing multiple employer plans) information about APC, actual contributions, the NPO, if any, and certain actuarial information. GASB Statement
No. 27 paragraph 22 also requires the disclosure of certain multiyear actuarial
data as RSI by employers that participate in single-employer and agent
multiple-employer defined benefit pension plans.13 GASB Statement No. 50
amends these requirements generally to include a number of additional disclosures in the notes to the financial statements. These disclosures primarily
relate to funding policies, the funded status of the plan, and the approximate
funded status of the plan when the aggregate actuarial costs method is used.
See paragraphs 7–8 of GASB Statement No. 50 for additional note disclosures
and paragraph 9 for RSI disclosures.
8.26 Legal or contractual provisions require some governments to contribute to pension plans that cover the employees of one or more other
governments. For example, a state may be legally responsible for the annual
“employer” contributions to a pension plan covering school district employees.
GASB Statement No. 27 paragraph 28 requires the entity that is legally
responsible for the contributions to conform with all its provisions for measurement and recognition of expenses or expenditures, liabilities, assets, note
disclosures, and RSI. If the plan is a defined benefit pension plan and the legally
responsible entity is the only contributing entity, the requirements of GASB
Statement No. 27 for single-employer plans apply, regardless of the number of
entities whose employees are covered by the plan.
8.27 Defined contribution pension plans specify how contributions to a
plan member’s account are to be determined, rather than the amount of
retirement income the member is to receive. Employers that participate in
defined contribution plans should recognize annual pension expenses or expenditures in all financial statements equal to their required contributions, in
accordance with the terms of the plan. Pension liabilities and assets result from
the difference between contributions required and contributions made.
8.28 Accounting and financial reporting requirements for pension plans—
whether presented in the financial report of a public employee retirement
system (PERS) or in the financial report of a plan sponsor or employer—are
discussed in chapter 12, “Special Purpose and State Governments.”

Postemployment Benefits Other Than Pensions and Termination
Benefits—Employer Accounting
8.29 GASB Statement No. 45, as amended, provides guidance on employer
accounting and financial reporting for OPEB. OPEB include postemployment
health care benefits (such as illness, dental, vision, and hearing), even if those
benefits are provided through a pension plan. OPEB also includes, for example,
life insurance, disability income, tuition assistance, legal services, and other
assistance programs unless the benefits are provided through a defined benefit
13
Chapter 4, “General Auditing Considerations,” and chapter 14, “Audit Reporting,” discuss
the auditor’s responsibility for and reporting on RSI.

AAG-SLV 8.25

Expenses or Expenditures and Liabilities

243

pension plan. (See paragraph 8.21.) Employers may or may not advance-fund
OPEB by setting aside assets on an actuarially determined or other basis to pay
future benefits as they become due.
8.30 Accounting and financial reporting requirements for postemployment healthcare plans administered by a PERS—whether presented in the
financial report of a PERS or in the financial report of a plan sponsor or
employer—are discussed in chapter 12. See also paragraphs 24–27 and paragraph 34 of GASB Statement No. 45, as amended, for details related to required
note disclosures and RSI.
8.31 Chapter 8 of the GASB Q&A includes answers to various questions
about GASB Statement No. 45 and its companion GASB Statement No. 43,
Financial Reporting for Postemployment Benefit Plans Other Than Pension
Plans, both as amended.
8.32 In general, governments should account for and report the annual
cost of OPEB and the outstanding obligations and commitments related to
OPEB in the same manner as they currently do for pensions. These amounts
should be produced by actuarial valuations performed in accordance with
parameters established by GASB in Statement No. 45, as amended (see
paragraphs 11–16 of GASB Statement No. 45, as amended, for detailed information related to the parameters).
8.33 GASB Statement No. 45, as amended, provides that the ARC and, by
extension, the annual OPEB cost, should be determined actuarially using one
of six actuarial cost methods described in the statement, as well as other
actuarial methods and assumptions consistent with parameters set forth in the
statement. If the government’s funding methodology is not consistent with the
parameters, then the government should select from methods that are consistent for the purposes of financial reporting. The actuarial calculations are
required to take into account not only benefits expected to be earned by
employees in the future (future normal costs which are not reported currently
as they have not yet been earned), but also the actuarial accrued liability (AAL)
benefits the employees have already earned (either in past periods or in the
current period).
8.34 If an OPEB plan has cash, investments, and other resources, these
may be applied to fund the AAL. The value of these resources, for purposes of
determining the funded status of the plan and the ARC, is the actuarial value
of assets. The actuarial value of assets is not necessarily the same as fair value,
which is used to report a plan’s investments in the statement of plan net
position. For purposes for which the actuarial value of plan assets is used, gains
or losses in the fair value of plan assets can be averaged over several years
(usually three to five), producing an actuarial value of assets that is more stable
over time than fair value.
8.35 The excess of the AAL over the actuarial value of assets is the
unfunded AAL (UAAL or unfunded liability). The unfunded liability may be
amortized over a period of up to 30 years, either in level dollar amounts or as
a level percentage of projected payroll.
8.36 The normal cost and the portion of the UAAL to be amortized in the
current period together make up the ARC of the employer for the period. The
ARC is an amount that is actuarially determined in accordance with the
requirements of GASB Statement Nos. 43 and 45 so that, if paid on an ongoing
basis, it would be expected to provide sufficient resources to fund both the
normal cost for each year and the amortized unfunded liability. Employer
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contributions in relation to the ARC (that is, an employer’s actual contributions
to a pension plan for the period) consist of payments made directly to or on
behalf of a retiree or beneficiary, premium payments made to insurers, or assets
irrevocably transferred to a trust (or equivalent arrangement) in which plan
assets are dedicated to providing benefits to retirees and beneficiaries in
accordance with the terms of the plan and are legally protected from creditors
of the employer and plan administrator. Employer contributions in relation to
the ARC include only the net amounts of employer resource outflows. Therefore
they do not include benefit payments or premium payments that have been
subsequently reimbursed to the employer from the trust; nor do they include
employee premium payments, deductibles, or contributions.
8.37 For a government in a single-employer or agent multiple-employer
plan, the annual OPEB cost equals the ARC plus or minus certain adjustments
if the employer’s actual contributions in prior years differed from the ARC. The
annual OPEB cost is the OPEB expense that a government reports in its
accrual-based financial statements—the government-wide statements, the proprietary fund statements, and the fiduciary fund financial statements (trust
funds only). Generally, the cumulative sum of differences between an employer’s annual OPEB cost and the amounts actually contributed to the plan since
the effective date of the standards makes up a liability (or asset) called the net
OPEB obligation. Each proprietary fund (and, if applicable, trust fund) from
which OPEB contributions are made should report its allocable portion of this
liability (or asset).
8.38 Under modified accrual in the governmental fund financial statements, an employer reports OPEB expenditures equal to the amount contributed to the plan or expected to be liquidated with expendable available financial
resources. Because the governmental fund financial statements focus on current financial resources, they would not include the net OPEB obligation and
generally would not include any other long-term liability or asset. By contrast,
for an employer government participating in a cost-sharing multiple-employer
plan, the annual OPEB expense is equal to the employer’s contractually
required contribution to the plan—the amount assessed by the plan for the
period—which may or may not equal the ARC.
8.39 Some employers receive reimbursements for a portion of their retiree
health care costs through Medicare Part D and through the Early Retirement
Reinsurance Program, under the Patient Protection and Affordable Care Act of
2010. As discussed in GASB Technical Bulletin 2006-1, Accounting and Financial Reporting by Employers and OPEB Plans for Payments from the Federal
Government Pursuant to the Retiree Drug Subsidy Provisions of Medicare Part
D, and Comprehensive Implementation Guide Q&A Z33.26, these reimbursements should not impact the measurement of the employer’s obligations or
expense for OPEB. If an employer subsequently uses the proceeds to make a
contribution to a plan that is administered as a qualifying OPEB plan trust (or
if the reimbursing payment is made directly into the Trust), that contribution
should be accounted for as an employer contribution.
8.40 In health insurance plans where a government’s retirees and current
employees are insured together as a group, the premiums paid by the retirees
may be lower than they would have been if the retirees were insured separately.
The difference is an employer contribution toward the cost of providing coverage to retirees in a form sometimes referred to as an implicit rate subsidy.
Implicit rate subsidies are to be included in calculations of OPEB costs and
obligations whether or not the employer also makes an additional contribution
in explicit form (see paragraph 13a(2) of GASB Statement No. 45 for benefits
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to be included in the calculation of OPEB costs and obligations when an
employer provides benefits for both retirees and current employees through the
same plan).
8.41 As mentioned previously, actuarial valuations performed in accordance with parameters established by GASB in Statement No. 45, as amended,
are required. However, in recognition of the potential cost of hiring consultants
to perform these valuations, the standards allow the smallest single-employer
plans—those with fewer than one hundred members—and the employers that
participate in them to estimate the AAL and the ARC using simplified methods
and assumptions (that is, referred to in GASB Statement No. 45 as the
alternative measurement method). (GASB Statement No. 57, OPEB Measurements by Agent Employers and Agent Multiple-Employer Plans, permits an
agent employer to use an alternative measurement method if it has an
individual-employer OPEB plan with fewer than 100 plan members, regardless
of the number of total plan members in the agent multiple-employer OPEB plan
in which it participates.) The specifics of this alternative measurement method
are described fully in GASB Statement Nos. 43 and 45 in paragraphs 38–40 and
33–35, respectively.

Grants, Entitlements, and Shared Revenues, Including
Appropriations to Component Units14
8.42 Expenses or expenditures for grants, entitlements, and shared revenues, including appropriations from a primary government to a component
unit, generally meet the definitions in GASB Statement No. 33 of governmentmandated or voluntary nonexchange transactions. Governments should recognize expenses and liabilities for government-mandated and voluntary nonexchange transactions when all applicable eligibility requirements—required
characteristics of recipient, time requirements, reimbursements, and contingencies (for voluntary nonexchange transactions)—are met. (Chapter 6 discusses those eligibility requirements.) GASB Statement No. 33 paragraph 11
states that the standards in the statement apply whether the accrual basis or
the modified accrual basis of accounting is required, except for the revenue
recognition standards. Therefore, expenditures and liabilities for governmentmandated and voluntary nonexchange transactions should be recognized in
governmental funds when all applicable eligibility requirements are met.
Numerous examples of the recognition of expenses from intergovernmental
grants, entitlements, and shared revenues are provided in nonauthoritative
appendixes to GASB Statement Nos. 33 and 36.
8.43 Paragraph 26 of GASB Statement No. 33 provides guidance on the
contravention of provider stipulations. After a nonexchange transaction has
been recognized in the financial statements, it may become apparent that
(a) the eligibility requirements are no longer met or (b) the recipient will not
comply with the purpose restrictions within the specified time limit. In those
circumstances, if it is probable that the provider will not provide the resources
or will require the recipient to return all or part of the resources already
received, the recipient should recognize a decrease in assets (or an increase in
liabilities) and the provider should recognize a decrease in liabilities (or an
14
Paragraphs 75–79 in the “Basis for Conclusions” section of GASB Statement No. 48, Sales
and Pledges of Receivables and Future Revenues and Intra-Entity Transfers of Assets and
Future Revenues, discuss that annual appropriations to pay debt issued by a component unit
for which the primary government has not pledged its full faith and credit should be reported
as an obligation of the primary government only when the appropriations are irrevocably
pledged, that is, usually annually.
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increase in assets) and a revenue for the amount that it is expected to cancel
or reclaim.
8.44 Governments often receive grants and other financial assistance to
transfer to or spend on behalf of secondary recipients. Those amounts are
referred to as pass-through grants. For example, state governments often pass
through federal awards for community development, education, and social
services programs to other governments, not-for-profit organizations, and individuals. Recipient governments may receive fees for administering passthrough grants, which they should report as revenues. GASB Statement No. 24,
Accounting and Financial Reporting for Certain Grants and Other Financial
Assistance, as amended, requires that all cash pass-through grants received by
a recipient government be reported in its financial statements. As a general
rule, recipient governments should recognize cash pass-through grants as
revenue and expenses or expenditures in a governmental or proprietary fund,
and as revenue and expenses in the government-wide financial statements. In
those infrequent cases in which a recipient government serves only as a cash
conduit (as defined in GASB Statement No. 24, as amended), the grant should
be reported in an agency fund, in which case it would not be reported in the
government-wide financial statements. A grantor may disallow costs for passthrough grants that do not comply with its requirements. As applicable, the
provisions of GASB Statement No. 33, as amended, or paragraphs 96–113 of
GASB Statement No. 62, Codification of Accounting and Financial Reporting
Guidance Contained in Pre-November 30, 1989 FASB and AICPA Pronouncements, as amended, apply in determining whether to accrue refund liabilities,
accrue receivables from subrecipients, or disclose contingent liabilities for
disallowed costs. (See paragraphs 8.69 and 8.71.)
8.45 On-behalf payments for fringe benefits and salaries are direct payments made by one entity (the paying entity or paying government) to a
third-party recipient for the employees of another, legally separate entity (the
employer entity or employer government). Such payments may be for pension
plan contributions, employee health and life insurance premiums, and salary
supplements or stipends. For example, a state government may make contributions directly to a pension plan for elementary and secondary schoolteachers
employed in public school districts within the state. GASB Statement No. 24
paragraph 13, as amended, states that a paying government should classify the
expenses or expenditures for the on-behalf payments that it makes in the same
manner that it classifies similar cash grants to other entities. For example, if
a state government classifies state aid payments to school districts as education
expenditures, on-behalf payments of pension contributions for the school districts also should be classified as education expenditures, rather than as
pension expenditures. (Chapter 6 discusses the revenue accounting and financial reporting for such on-behalf payments by the employer government.)

Service Concession Arrangements
8.46 GASB Statement No. 60, Accounting and Financial Reporting for
Service Concession Arrangements, establishes accounting and financial reporting standards for service concession arrangements, defined as an arrangement
between a government (the transferor) and an operator, in which all of the
following criteria are met:
a. The transferor conveys to the operator the right and related obligation to provide public services through the use and operation of a
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capital asset (a facility) in exchange for significant consideration,
such as an upfront payment, installment payments, a new facility, or
improvements to an existing facility.
b. The operator collects and is compensated by fees from third parties.
c. The transferor determines or has the ability to modify or approve
what services the operator is required to provide, to whom the
operator is required to provide the services, and the prices or rates
that can be charged for the services.
d. The transferor is entitled to significant residual interest in the
service utility of the facility at the end of the arrangement.
Service concession arrangements include, but are not limited to arrangements
in which the operator will
a. design and build a facility and will obtain the right to collect fees from
third parties (for example, construction of a municipal complex for
the right to lease a portion of the facility to third parties).
b. provide significant consideration in exchange for the right to access
an existing facility (for example, a parking garage) and collect fees
from third parties for its usage.
c. design and build a facility for the transferor (for example, a new
tollway), finance the construction costs, provide the associated services, collect the associated fees, and convey the facility to the
government at the end of the arrangement.

Accounting and Financial Reporting by the Transferor
8.47 A transferor should recognize a liability for certain obligations to
sacrifice financial resources under the terms of a service concession arrangement. Liabilities associated with the arrangement should be recorded at their
present value if a contractual obligation is significant and meets either of the
following criteria:
a. The contractual obligation directly relates to the facility (for example,
the obligations for capital improvements, insurance, or maintenance
of the facility). This obligation could relate to ownership of the facility
or could arise from the transferor’s responsibility to ensure that the
facility remains fit for the particular purpose of the arrangement.
b. The contractual obligation relates to a commitment made by the
transferor to maintain a minimum or specific level of service in
connection with the operation of the facility (for example, providing
a specific level of police and emergency services for the facility or
providing a minimum level of maintenance to areas surrounding the
facility).
If a liability is recorded, the liability should be reduced as the transferor’s
obligations are satisfied. As obligations are satisfied, a deferred inflow of
resources should be reported and the related revenue should be recognized in
a systematic and rational manner over the remaining term of the arrangement.
8.48 If a service concession arrangement requires upfront or installment
payments from the operator, the transferor should report (a) the upfront
payment or present value of installment payments as an asset, (b) any contractual obligations as liabilities, and (c) related deferred inflow of resources
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equal to the difference between (a) and (b). Revenue should be recognized as the
deferred inflow of resources is reduced. This revenue should be recognized in
a systematic and rational manner over the term of the arrangement. A liability
should be recognized if the transferor has contractual obligations that meet the
criteria described previously.

Accounting and Financial Reporting by a Governmental Operator
8.49 Some service concession arrangements require a facility to be returned in a specified condition. If information that is prominent (that is,
conspicuous or known to the governmental operator) indicates the facility is not
in the specified condition and the cost to restore the facility to that condition
is reasonably estimable, a liability and, generally, an expense to restore the
facility should be reported. Governmental operators are not required to perform
additional procedures to identify potential condition deficiencies beyond those
already performed as part of their normal operations or those that may be
required by the agreement.
8.50 Accounting and financial reporting for various types of service concession arrangements is also discussed in chapters 7, 9, and 12.

Sales and Pledges of Receivables and Future Revenues and IntraEntity Transfers of Assets and Future Revenues
8.51 GASB Statement No. 48, Sales and Pledges of Receivables and Future
Revenues and Intra-Entity Transfers of Assets and Future Revenues, as amended,
discusses exchanges by governments of interests in their expected cash flows
from collecting specific receivables or specific future revenues for immediate
cash payments. The statement provides standards for determining whether
such exchanges should be classified as sales or as collateralized borrowing
transactions. Liabilities can result from application of the guidance provided in
GASB Statement No. 48. Such liabilities also may be required to be amortized
using a systematic and rational method. See chapter 6 for a discussion of the
provisions of GASB Statement No. 48.

Unrelated Business Income Taxes
8.52 Certain governmental entities are subject to federal unrelated business income taxes (UBIT), which is a tax on income derived from any trade or
business that is regularly carried on and not substantially related to the
organization’s tax-exempt purpose or function. The governmental entities subject to UBIT are those that have received federal income tax exemptions from
the IRS, such as Section 501(c)(3) corporations, as well as governmental colleges
and universities and their wholly owned subsidiary corporations. As with most
federal tax provisions, the provisions for UBIT can be complex. Affected
governments should report expenses or expenditures and liabilities for UBIT
when the liability is incurred.

Fund-Raising Costs
8.53 Some governmental entities, such as colleges and universities and
health care providers, solicit support through a variety of fund-raising activities. Sometimes fund-raising activities are conducted with activities related to
other functions, such as program activities or supporting services. Sometimes
fund-raising activities include components that would otherwise be associated
with program or supporting services, but in fact support fund raising. AICPA
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Statement of Position (SOP) 98-2, Accounting for Costs of Activities of Not-forProfit Organizations and State and Local Governmental Entities That Include
Fund Raising (AICPA, Technical Practice Aids, ACC sec. 10,730),15 included as
appendix E of this guide, establishes accounting and financial reporting standards for the costs of joint activities. It also requires disclosures about the
nature the activities for which joint costs have been allocated and the amounts
of joint costs. Although the SOP applies to all governments, its provisions are
only meaningful for those governmental entities that report using such functional classifications.

Landfill Closure and Postclosure Care Costs
8.54 GASB Statement No. 18, Accounting for Municipal Solid Waste
Landfill Closure and Postclosure Care Costs, as interpreted by GASB Interpretation No. 6, establishes standards of accounting and financial reporting for
municipal solid waste landfill closure and postclosure care costs that are
required to be incurred by federal, state, or local laws or regulations. GASB
Statement No. 18, as interpreted, requires certain capital and operating costs
that result in disbursements near or after the date that the landfill stops
accepting solid waste and during the postclosure period to be included in the
estimated total current cost of landfill closure and postclosure care.
8.55 In the proprietary fund and government-wide financial statements,
a portion of the estimated total current cost of landfill closure and postclosure
care should be recognized as an expense and liability in each period that the
landfill accepts solid waste. Recognition should begin on the date the landfill
begins accepting solid waste, continue in each period that it accepts waste, and
be completed by the time it stops accepting waste. Estimated total current cost
should be assigned to periods based on landfill use. Equipment, facilities,
services, and final cover included in the estimated total current cost should
reduce the accrued landfill closure and postclosure care liability when they are
acquired. Using the measurement criteria discussed previously, governmental
funds should recognize expenditures and related fund liabilities for landfill
closure and postclosure care costs as discussed in paragraphs 8.12–.13.
8.56 Landfill owners or operators may be required to provide financial
assurances for closure, postclosure care, and remediation of each landfill by
placing assets with a third-party trustee or in a surety standby trust. GASB
Statement No. 18 paragraph 15 states that those amounts should be reported
in the fund used to report landfill operations and be identified by a description
such as “amounts held by trustee.” Investment earnings on amounts set aside
to finance closure and postclosure care should be reported as revenue, not as
reductions of the estimated total current cost of landfill closure and postclosure
care and related accrued liability.
8.57 GASB Statement No. 18 paragraph 17 requires certain disclosures in
the notes to the financial statements concerning the nature and amount of
landfill closure and postclosure care costs and liabilities.

15
Statement of Position 98-2, Accounting for Costs of Activities of Not-for-Profit Organizations and State and Local Governmental Entities That Include Fund Raising (AICPA, Technical
Practice Aids, ACC sec. 10,730), was cleared by GASB before it was issued and includes
governmental entities in its scope, and thus is category (b) guidance for governmental entities.
See the discussion of the hierarchy of governmental generally accepted accounting principles
(GAAP) in chapter 1, “Overview and Introduction.”
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Pollution Remediation Obligations
8.58 GASB Statement No. 49, Accounting and Financial Reporting for
Pollution Remediation Obligations, as amended, addresses accounting and
financial reporting standards for pollution (including contamination) remediation obligations, which are obligations to address the current or potential
detrimental effects of existing pollution by participating in pollution remediation activities such as site assessments and cleanups. The statement excludes
pollution prevention or control obligations with respect to current operations.
It also excludes future pollution remediation activities that are required upon
retirement of an asset, such as landfill closure and postclosure care and nuclear
power plant decommissioning, unless a liability has not been recorded by the
time an obligating event occurs as discussed in paragraph 8.59.
8.59 When any one of five specified obligating events occurs,16 a government is required to estimate the components of expected pollution remediation
outlays and determine whether outlays for those components should be accrued
as a liability or, if appropriate, capitalized (see chapter 7) when goods and
services are acquired. Most pollution remediation outlays do not qualify for
capitalization and should be accrued as a liability (subject to modified accrual
provisions in governmental funds) and expense when a range of expected
outlays is reasonably estimable or as an expenditure upon receipt of goods and
services.
8.60 Calculation of the projected liability (or future capital asset, as
appropriate) is based on the future cash flows, measured at their current value,
that are expected to be needed to adequately remediate the pollution. GASB
Statement No. 49, as amended, requires that several remediation alternatives
are to be considered. The pollution remediation obligation liability (or estimated
future capital asset) is the sum of the individual probability weighted alternatives. The estimated pollution remediation liability (or future capital asset)
is calculated using current and applicable laws and regulations and is to be
based on existing technology that is expected to be used to discharge the
pollution obligation. As new information becomes available, as operating conditions change, as changes are made to the remediation plan, or as benchmarks
are met, the liability (or estimated future capital asset) should be adjusted.
GASB Statement No. 49 also specifies that expected recoveries from other
responsible parties, and from insurance policies that indemnify a government
for pollution remediation obligations, should reduce the measurement of the
expense and also should reduce the liability if not yet realized or realizable.
8.61 GASB Statement No. 49 requires in part, that for goods and services
used for pollution remediation activities, amounts that are normally expected
to be liquidated with expendable available financial resources should be recognized as governmental fund liabilities upon receipt of those goods and
services. Estimated recoveries of pollution remediation outlays from insurers
and other responsible parties or potentially responsible parties for which the
government is performing remediation activities should reduce any associated
pollution remediation expenditures when the recoveries are measurable and
available.
16
Obligating events include (1) the government is compelled to take pollution remediation
action because of an imminent endangerment; (2) the government violates a pollution preventionrelated permit or license; (3) the government is named, or evidence indicates that it will be
named, by a regulator as a responsible party or potentially responsible party for remediation,
or as a government responsible for sharing costs; (4) the government is named, or evidence
indicates that it will be named, in a lawsuit to compel participation in pollution remediation;
or (5) the government commences or legally obligates itself to commence pollution remediation.
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8.62 GASB Statement No. 49 requires certain disclosures in the notes to
the financial statements concerning the nature, source, and amount of pollution
remediation liabilities and the methods and assumptions used for the estimate.
Additional note disclosures are required for estimated recoveries and when a
pollution remediation liability has not yet been recognized because it is not
reasonably estimable.

Claims and Judgments: Risk Financing and Loss Contingencies
8.63 Claims and judgments include risk financing and insurance related
activities, which are addressed in GASB Statement No. 10, Accounting and
Financial Reporting for Risk Financing and Related Insurance Issues, as
amended; GASB Statement No. 30, Risk Financing Omnibus—an amendment
of GASB Statement No. 10; and GASB Interpretation No. 4, Accounting and
Financial Reporting for Capitalization Contributions to Public Entity Risk
Pools—an interpretation of GASB Statements No. 10 and 14. In addition, GASB
Statement No. 42, Accounting and Financial Reporting for Impairment of
Capital Assets and for Insurance Recoveries, as amended, clarifies and establishes accounting requirements for insurance recoveries. Chapters 3, 6, and Z
of the GASB Q&A provide additional guidance.
8.64 GASB Statement No. 10, as amended and interpreted, establishes
accounting and financial reporting standards for risk financing and insurancerelated activities relating to risks of loss from torts; theft of, damage to, or
destruction of assets; business interruption; errors or omissions; job-related
illnesses or injuries to employees; and acts of God as well as losses from
providing accident and health, dental, and other medical benefits to active
employees and their dependents and beneficiaries, based on covered events that
have already occurred. Governments may manage and finance those risks by,
for example, purchasing commercial insurance, participating in public entity
risk pools, or retaining the risk. GASB Statement No. 45, as amended, amends
paragraph 2 of GASB Statement No. 10 to eliminate retiree health benefits
from the scope of GASB Statement No. 10. GASB Q&A item 3.50.3 further
discusses this matter.
8.65 GASB Statement No. 10, as amended, provides that, except as discussed in paragraph 8.66, when an internal service fund is used, if part or all of
a risk of loss has not been transferred to an unrelated third party, the government
should report an estimated loss as an expense and liability in the governmentwide, proprietary fund, and trust fund financial statements if two conditions are
met. Those conditions are that (a) information available before the financial
statements are issued indicates that it is probable that an asset had been
impaired or a liability had been incurred at the date of the financial statements
and (b) the amount of loss can be reasonably estimated. The estimated loss should
include incurred but not reported amounts—(a) known loss events that are
expected to later be presented as claims, (b) unknown loss events that are
expected to become claims, and (c) expected future development on claims
already reported—if those losses can be reasonably estimated and it is probable
that a claim will be asserted. Claim liabilities should include incremental claim
adjustment expenditures or expenses. Additional guidance on measuring the
liability is provided in GASB Statement No. 10, as amended and interpreted.
Governmental funds should recognize expenditures and related fund liabilities
for those claims and judgments as discussed in paragraphs 8.12–.13.
8.66 If a single fund is used to account for an entity’s risk financing
activities, that fund should be either the general fund or an internal service
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fund. Stand-alone entities that engage only in business-type or fiduciary
activities and that are not considered to be a part of another financial reporting
entity should not use an internal service fund to report their own risk financing
activities:

•

If a government uses the general fund, that fund should recognize
claims expenditures and liabilities as discussed for governmental
funds in paragraph 8.65 (including that paragraph’s reference to
paragraphs 8.12–.13). The government may use any method to allocate claims expenditures to other funds, and generally should account for amounts charged to other funds from the general fund as
interfund reimbursements. (Interfund reimbursements are discussed
in chapter 9.) However, if the total amount charged to the other funds
(including the general fund itself) exceeds the total claims expenditures and liabilities recognized, the excess amounts should be reported as interfund transfers.

•

If a government uses an internal service fund, that fund should
recognize claims expenses and liabilities as discussed in paragraph
8.65. The total charge by the internal service fund to the other funds
for the period should (a) equal the expense and liability recognized
or (b) be based on an actuarial method or historical cost information
and adjusted over a reasonable period of time so that internal service
fund revenues and expenses are approximately equal (plus, if the
government chooses to, a reasonable provision for expected future
catastrophe losses). Those interfund charges should be recognized as
revenue by the internal service fund and as expenses or expenditures
by the other funds. Deficits, if any, in the internal service fund
resulting from using method (b) do not need to be charged back to the
other funds in any one year, as long as adjustments are made over a
reasonable period of time. If the charge by the internal service fund
to the other funds fails to recover the full cost of claims over a
reasonable period of time, any deficit fund balance in the internal
service fund should be charged back to the other funds and reported
as expenses or expenditures of those funds. If the charge by the
internal service fund to the other funds is greater than that permitted by methods (a) or (b), the excess should be reported in both the
internal service fund and the other funds as an interfund transfer.

Update 8-5 Accounting and Reporting: Technical Corrections
GASB Statement No. 66, Technical Corrections—2012—an amendment of GASB
Statements No. 10 and No. 62, issued in March 2012, is effective for periods
beginning after December 15, 2012. Earlier application is encouraged. In the
first period this statement is applied, changes should be treated as an adjustment of prior periods and financial statements presented for the periods
affected should be restated.
This statement amends GASB Statement No. 10 by removing the provision that
limits fund-based reporting of an entity’s risk financing activities to the general
fund and the internal service fund type. This statement also amends GASB
Statement No. 62 by modifying specific guidance on (1) operating lease payments that vary from a straight-line basis, (2) purchases of a loan or group of
loans, and (3) servicing fees.
For more information about the effects of GASB Statement No. 66 upon its
implementation, a summary of this statement is included in section A.03 in
appendix A.
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8.67 GASB Statement No. 10, as amended and interpreted, also provides
guidance on how governments should account for and report on their participation in public entity risk pools. The accounting and financial reporting
requirements for public entity risk pools are discussed in chapter 12.
8.68 For insurance recoveries associated with capital asset impairment,
GASB Statement No. 42 paragraph 21 requires that insurance recoveries17 be
recognized only when realized or realizable. If an insurer has admitted or
acknowledged coverage, an insurance recovery would be realizable. If the
insurer has denied coverage, the insurance recovery generally would not be
realizable. GASB Statement No. 42 states that the governmental fund financial
statements should report the insurance recovery as an other financing source
or extraordinary item, as appropriate. It also states that the governmental and
business-type activities in government-wide financial statements and the proprietary fund financial statements should net those insurance recoveries with
the associated loss when the recovery and loss occur in the same year. GASB
Statement No. 42 paragraph 22 states that insurance recoveries other than
those related to impairment of capital assets, such as for theft or embezzlement
of cash or other monetary assets, should be accounted for as described for
insurance recoveries related to capital asset impairment. If not otherwise
apparent in the financial statements, the notes to the financial statements
should disclose the amount and financial statement classification of insurance
recoveries.
8.69 Claims and judgments also involve loss contingencies—existing conditions that may create a legal obligation in the future but that arise from past
transactions or events—resulting from all claims from actions not included in
the scope of GASB Statement No. 10, as amended and interpreted (see paragraph 8.64). Those other claims include contractual actions, such as claims for
delays or inadequate specifications on contracts, or for guarantees of the debt
of others (see paragraph 8.101), unemployment compensation claims, and,
subject to the guidance in GASB Statement No. 33, as amended, property tax
appeals, tax refund claims, and refunds of nonexchange revenues when the
government does not meet a provider’s requirements. NCGA Statement No. 4,
Accounting and Financial Reporting Principles for Claims and Judgments and
Compensated Absences, as amended, and GASB Statement No. 62 paragraphs
100–104 establish the requirements for accrual of a loss contingency in these
situations. Under GASB Statement No. 62 paragraph 102, a loss contingency
should be accrued when (a) information available prior to issuance of the
financial statements indicates it is probable that an asset had been impaired
or a liability had been incurred at the date of the financial statements (it is
implicit in this condition that it should be probable that one or more future
events will occur confirming the fact of the loss) and (b) the amount of the loss
can be reasonably estimated. Consequently, loss contingencies may involve
pending, threatened, or unasserted litigation, claims, or assessments as of the
financial statement date. Governmental funds should recognize expenditures
and related fund liabilities for claims and judgments arising from loss contingencies as discussed in paragraphs 8.12–.13. Contingencies that might result
in gains usually are not reflected in the accounts because doing so might result
in the recognition of revenue prior to its realization.

17
GASB Q&A item Z.42.11 indicates that the guidance in GASB Statement No. 42,
Accounting and Financial Reporting for Impairment of Capital Assets and for Insurance
Recoveries, paragraph 21 applies to any loss covered by insurance, whether or not the
policyholder is the government.
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8.70 Governments also may need to recognize loss contingencies and
make note disclosures (including disclosure of material violations of financerelated legal provisions and actions taken to address such violations) relating
to noncompliance with federal tax requirements, such as those relating to
employment taxes and employee benefits. Those requirements may involve, for
example, Federal Insurance Contributions Act reporting and social security and
Medicare coverage. The AICPA’s annual Audit Risk Alert State and Local
Governmental Developments often discusses common areas of noncompliance
with federal tax requirements that affect governments.
8.71 GASB Statement No. 10, as amended and interpreted, and GASB
Statement No. 62 paragraphs 106–113 require the following disclosures relating to claims and judgments:

•

If no accrual is made for a loss contingency because one or both of the
required conditions are not met, or if an exposure to loss exists in
excess of the amount accrued, disclosure of the contingency should be
made when there is at least a reasonable possibility that a loss or an
additional loss may have been incurred. The disclosure should indicate the nature of the contingency and an estimate of the possible loss
or range of loss, or state that such an estimate cannot be made.

•

Information becoming available after the date of the government’s
financial statements, but before the financial statements are issued,
may indicate an asset was impaired or a liability was incurred after
the date of the financial statements, or that there is at least a
reasonable possibility that an asset was impaired or a liability was
incurred after that date. When disclosure of a loss contingency
resulting from such information is deemed necessary to keep the
financial statements from being misleading, the financial statements
should indicate the nature of the loss or loss contingency and provide
an estimate of the amount or range of loss or possible loss or state
that such an estimate cannot be made (GASB Statement No. 62
paragraph 108, provides guidance for disclosure of pro forma financial information related to asset impairment or the incurrence of a
liability).

•

Certain loss contingencies related to guarantees (for example guarantees of indebtedness of others and guarantees to repurchase receivables) should be disclosed in the financial statements even though
the possibility of loss may be remote. The disclosure should include
the nature and amount of the guarantee with consideration given to
disclosing the value of any recovery that could be expected to result
(for example, a guarantor’s right to proceed against an outside party),
if estimable.

•

Adequate disclosure should be made of contingencies that might
result in gains, but care should be exercised to avoid misleading
implications as to the likelihood of realization.

•

The entity should describe the risks of loss to which it is exposed and
the way(s) in which those risks of loss are handled; significant
reductions in insurance coverage from coverage in the prior year by
major categories of risk; whether the amount of settlements exceeded
insurance coverage for each of the past three fiscal years; and the
nature of participation in risk pools, including the rights and the
responsibilities of both the entity and the pool.
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•

If an entity retains the risk of loss, it should disclose various data
about recorded and unrecorded liabilities. (See GASB Statement No.
10 paragraph 77, as amended.)

•

For risk financing internal service funds, deficit net position should
be disclosed and a net position that results from charging a reasonable provision for expected future catastrophe losses should be disclosed as restricted net position.

Operating Leases
8.72 Many governments enter into lease purchase agreements, installment purchase contracts, or other forms of capital asset financing agreements
(collectively termed lease agreements). The accounting and financial reporting
for lease agreements is described in NCGA Statement No. 5, Accounting and
Financial Reporting Principles for Lease Agreements of State and Local Governments, as amended, GASB Statement No. 14, and GASB Statement No. 62.
This chapter discusses lessee accounting and financial reporting for operating
leases; chapter 7 discusses lessee accounting and financial reporting for capital
leases. Chapter 6 discusses lessor accounting. Chapter 12 (in the section on
financing authorities) discusses specialized standards for leases between a
primary government and a component unit.
8.73 GASB Statement No. 13, Accounting for Operating Leases with
Scheduled Rent Increases requires that transactions arising from operating
leases with scheduled rent increases be measured based on the terms of the
lease contract when the pattern of the payment requirements, including the
increases, is systematic and rational. However, if the pattern of the payment
requirements is not systematic and rational—for example, if there is a rent
reduction or “rent holiday” that constitutes a financing arrangement between
the lessor and the lessee, or if there are reduced rents to induce the lessee to
enter into the lease—the operating lease transactions should be measured
either (a) on a straight-line basis over the lease term or (b) based on the
estimated fair value of the rental. GASB Statement No. 13 contains guidance
on measuring the fair value of the rental.
Update 8-6 Accounting and Reporting: Technical Corrections
GASB Statement No. 66, issued in March 2012, is effective for periods beginning after December 15, 2012. Earlier application is encouraged. In the first
period this statement is applied, changes should be treated as an adjustment
of prior periods and financial statements presented for the periods affected
should be restated.
This statement amends GASB Statement No. 10 by removing the provision that
limits fund-based reporting of an entity’s risk financing activities to the general
fund and the internal service fund type. This statement also amends GASB
Statement No. 62 by modifying specific guidance on (1) operating lease payments that vary from a straight-line basis, (2) purchases of a loan or group of
loans, and (3) servicing fees.
For more information about the effects of GASB Statement No. 66 upon its
implementation, a summary of this statement is included in section A.03 in
appendix A.
8.74 The government-wide and proprietary and trust fund financial statements should recognize expenses from operating leases with scheduled rent
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increases using the measurement criteria discussed in paragraph 8.73.18 Governmental funds should recognize expenditures from operating leases with
scheduled rent increases and report the related fund liabilities using the
measurement criteria discussed in that same paragraph to the extent that the
amounts are payable with expendable, available financial resources. (Note that
the scope of GASB Interpretation No. 6 does not include operating leases with
scheduled rent increases.)
8.75 Paragraphs 223 and 231 of GASB Statement No. 62 require governments to provide certain operating lease disclosures, including disclosures for
operating leases with scheduled rent increases. NCGA Statement No. 1 paragraph 40 also requires disclosure of significant noncapitalized (operating) lease
commitments. GASB Statement No. 38, Certain Financial Statement Note
Disclosures, paragraph 11 requires governments to disclose the future minimum principal and interest payments for each of the five subsequent fiscal
years and in five-year increments thereafter for their obligations under capital
and noncancelable operating leases.

Customer and Developer Deposits
8.76 Many electric, water, gas, sewer, and other utility operations require
customer deposits to assure timely payment for services. Customer deposits to
secure service payments normally are required before service starts and are
refunded when service is terminated. Utility operations also may require land
developers or individual property owners to make deposits as advance payments of system development fees to extend utility service lines to their
properties. Utility operations generally are reported in enterprise funds, and
unearned customer and developer deposits initially are recorded as liabilities
in those funds and in the government-wide financial statements. Customer
deposits remain as liabilities until they are applied against unpaid billings or
refunded to customers. Developer deposits remain as liabilities until they are
recognized as revenue from system development fees. Depending on the enabling legislation, the cash received from customers, developers, or both for
deposits or advance system development fees may need to be reported as a
restricted asset in the fund and government-wide financial statements. (See
chapter 6.)

Deferred Charges
Prepaid Items
8.77 Prepaid items are payments for services, such as insurance or rent,
before they are received. The government-wide, proprietary fund, and trust
fund financial statements should report prepaid items as assets until the
services are received. GASB Interpretation No. 4 has specific provisions for
reporting prepaid insurance for capitalization contributions made to form or
join a public entity risk pool. Governmental fund expenditures for services
extending over more than one accounting period need not be allocated between
or among accounting periods, but may be accounted for as expenditures of the
period of acquisition. See chapter 10 for a discussion of prepaid (and other)
items and the effect on nonspendable fund balance.

18
If the fair value measurement is used for operating leases with scheduled rent increases,
the interest portion of the expense should be recognized each period using the interest method.
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Intra-Entity Sales of Future Revenues
8.78 GASB Statement No. 48 requires that a deferred charge be recognized by the transferee in an intra-entity sale of future revenues and amortized
over the duration of the sale agreement. Each year a portion of the charge would
be recognized as an expense or expenditure. See chapters 6 and 9 of this guide
for a discussion of the provisions of GASB Statement No. 48.

Inventory
8.79 Inventory is stocks of materials held for sale or use. The governmentwide, proprietary fund, and fiduciary fund financial statements should report
inventory items as assets until the materials are sold or used. Paragraphs
192–201 of GASB Statement No. 62, which apply to government-wide, proprietary fund and trust fund financial statements, provide guidance for when
supplies that are held for sale or to be used directly or indirectly in the
production of goods or services should be written down to the lower of cost or
market. In governmental funds, inventory items may be considered expenditures either when purchased (purchases method) or when sold (consumption
method). Governmental fund inventories generally are not written down from
cost to lower market values unless the usability of the inventory is affected by
physical deterioration or obsolescence. NCGA Statement No. 1 paragraph 73
requires significant amounts of governmental fund inventories to be reported
in the fund balance sheet, even though they may be recognized as expenditures
using the purchases method. If using the purchases method, that reporting is
accomplished by recording a corresponding credit as nonspendable fund balance. (See the further discussion in chapter 10.)
8.80 Paragraph 201 of GASB Statement No. 62, which applies to businesstype activities and proprietary fund financial statements, requires disclosure of
the basis for stating the various classifications of inventory items and, where
practicable, the method used to determine their cost (such as average cost,
first-in first-out, last-in first-out, and so forth).

Escheat Property
8.81 Local governments often hold abandoned or unclaimed property for
some period of time (often several years) before transmitting it to the state in
accordance with escheat laws. GASB Statement No. 21, Accounting for Escheat
Property, as amended, indicates that escheat property held for individuals,
private organizations, or another government should be reported in a privatepurpose trust fund or in agency fund, as appropriate, or in the governmental
or proprietary fund in which escheat property is otherwise reported, with a
corresponding liability. As discussed in chapter 2, private-purpose trust and
agency funds (like all fiduciary funds) should not be reported in the governmentwide financial statements. Chapter 12 discusses state government reporting of
escheat property.

Agency Funds
8.82 Agency funds do not report liabilities for amounts owing to other
funds of the government. If an agency fund is used as a clearing account to
distribute financial resources to other funds, those resources should be reported
as assets in the appropriate funds, not as interfund balances. (See also the
discussion of amounts collected for individuals, other entities, and other fund
in chapter 6.)
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8.83 The accounting for debt generally is based on whether the debt is
short-term or long-term debt, not on whether the debt is current (that is, due
to be paid within one year of the financial statement date) or noncurrent.
Short-term debt instruments are those with original maturities of one year or
less. Long-term debt instruments are those with original maturities of more
than one year.

Short-Term Debt Instruments
8.84 A government’s short-term debt instruments may take one of several
forms:20

•

Revenue anticipation notes usually are secured by future revenues
from one or more specific sources as well as by the government’s
unpledged assets. For example, tax and grant anticipation notes are
secured by pledges of specific future tax and grant collections, respectively.

•

Bond anticipation notes (BANs) are used primarily to provide interim
construction financing and usually are retired with the proceeds of
long-term debt. BANs are frequently refinanced by replacement
notes if the original notes mature before the long-term debt is issued.
Although the issuance of the long-term debt may be delayed pending
improvement in market conditions, governments usually issue longterm debt before starting construction.

•

Other short-term debt instruments usually are secured only by the
pledge of the full faith and credit of the government (principally its
taxing power).

8.85 Short-term debt generally is reported as a liability in the governmentwide financial statements and in the financial statements of the fund receiving
the proceeds. (See the exception for governmental fund BANs in certain
situations in paragraph 8.86.) The issuance of the debt and the repayment of
debt principal affect only the financial position statements; only the interest on
the debt is reported in the activity statements.21 GASB Statement No. 62
provides guidance on the accounting and financial reporting for debt transactions in government-wide, proprietary, and trust fund financial statements. In
particular, paragraphs 185–187 of GASB Statement No. 62 require the amortization of a debt issuance discount or premium as interest expense or income
over the life of the debt using the “interest” method and the reporting of a
discount or premium in the financial position statements as a direct deduction
from or addition to the face amount of the debt, and issue costs are reported as
19
GASB Statement No. 58, Accounting and Financial Reporting for Chapter 9 Bankruptcies, requires governments that have petitioned for protection from creditors by filing for
bankruptcy under Chapter 9 of the United States Bankruptcy Code to remeasure liabilities that
are adjusted in bankruptcy when the bankruptcy court confirms (approves) a new payment
plan. The statement requires governments to remeasure accounts payable, notes, debentures
and bonds, and related interest payable based on the new plan. If the new plan does not indicate
whether it reduces principal or future interest payments that have not been accrued, the debt
should be remeasured at the present value of the future payments using the original discount
rate with the resulting gain reported at the time of the reduction. See paragraph 13.24; chapter
13, “Concluding the Audit”; and GASB Statement No. 58 for additional guidance.
20
Some governments may issue revenue and bond anticipation notes with original maturities of more than one year. Such long-term anticipation notes are accounted for in
accordance with the provisions of the GASB standards discussed in paragraphs 8.86–.87.
21
See footnote 20.
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deferred charges. GASB Statement No. 62 does not specify an amortization
method for issue costs.

Bond and Other Anticipation Notes
8.86 NCGA Interpretation No. 9, Certain Fund Classifications and Balance Sheet Accounts, as amended, provides that in certain situations, BANs are
not reported in governmental funds. If all legal steps have been taken to
refinance governmental fund BANs and the intent is supported by an ability to
consummate refinancing the short-term notes on a long-term basis in accordance with the criteria, the BANs should not be reported in the governmental
funds but only as general long-term liabilities in the governmental activities
column of the government-wide statement of net position. Paragraphs 36–44 of
GASB Statement No. 62 require that bond, tax, and revenue anticipation notes
of government-wide and proprietary funds be reported as current or long-term
liabilities depending on the refinancing status. If a short-term obligation is
excluded from fund or current liabilities, the notes to the financial statements
should describe the financing agreement and the terms of any new obligation
incurred or expected to be incurred as a result of a refinancing.
8.87 NCGA Interpretation No. 9, as amended, also requires that tax and
revenue anticipation notes be reported as a liability in the governmental fund
receiving the proceeds. This requirement is without regard to whether the tax
and revenue anticipation notes are short- or long-term instruments.

Long-Term Debt Instruments
8.88 A government’s long-term bonded debt instruments generally take
one of two forms:22

•

General obligation bonds pledge the full faith and credit of the
government to pay debt principal and interest.

•

Revenue (or limited-liability) bonds pledge specific receipts (such as
gasoline taxes, special assessments, utility revenues, and highway or
bridge tolls) to pay debt principal and interest. Revenue bonds
include tax-increment bonds, which sometimes are issued in connection with economic development projects where future property tax
revenues to be generated by new development are pledged to pay for
the obligations issued. Revenue bonds also include bonds that are
issued by governments, often financing authorities, to finance equipment or facilities that are leased to another entity. The lease payments are pledged to pay the debt principal and interest. Sometimes,
lease-backed revenue bonds are issued in a form known as certificates of participation (COPs). (See the discussion of the accounting
for lease-backed bonds in the section on financing authorities in
chapter 12.) Depending on the expectations for future revenues, or to
improve the market for or lower the interest rate on the debt,
governments also may pledge their full faith and credit on revenue
bonds.

8.89 NCGA Statement No. 1 provides that liabilities arising from longterm debt that is directly related to and expected to be paid from proprietary

22
Some state and local laws also may define capital leases as long-term debt instruments
for purposes such as debt limitations. Chapter 7 discusses lessee accounting and financial
reporting for capital leases.
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funds should be reported in the proprietary fund and government-wide financial position statements. (This includes general obligation bonds that are
expected to be retired from proprietary fund revenues.) Liabilities arising from
long-term debt that is directly related to and expected to be paid from trust
funds should be reported only in the statement of trust net position. The
accounting for long-term proprietary and trust fund debt is the same as for
short-term debt; see paragraph 8.85.
8.90 All other unmatured liabilities arising from long-term debt are
general long-term liabilities. Those liabilities should not be reported as liabilities in governmental funds but should be reported in the government-wide
statement of net position, typically in the governmental activities column.
Matured but unpaid portions of general long-term debt should be reported as
liabilities in both the governmental fund and government-wide financial statements. The accounting for general long-term debt that is reported in the
government-wide financial statements is the same as for short-term debt; see
paragraph 8.85.
8.91 In the governmental funds, except for certain demand bonds as
discussed in paragraph 8.93, the face amount of long-term debt issuances is
reported as an other financing source in the fund that receives the debt
proceeds. Debt issuance premiums and discounts should be reported as other
financing sources and uses, respectively, and debt issue costs paid out of debt
proceeds, such as underwriter fees, should be reported as expenditures.
8.92 Expenditures for the payment of principal and interest on general
long-term debt are reported when the payments are due (matured). In addition,
debt service expenditures may be reported if a government has provided
financial resources to a debt service fund for payment of debt that will mature
early in the following year. A government has “provided” financial resources to
a debt service fund if it has deposited in or transferred to that fund financial
resources that are dedicated for payment of debt service. Early in the following
year refers to a short time period—usually one to several days and not more
than one month. Debt service activities should be reported in debt service funds
if those funds are legally mandated or if financial resources are being accumulated for principal and interest payments maturing in future years. Legal
mandates may arise from bond agreements requiring a reserve fund to accumulate debt service resources or from voter approvals to issue the debt and to
pay the debt through a separate tax levy. (Such reserve funds are more
appropriately described as accounts rather than as funds.)23 Many governments establish individual debt service funds for each debt issue, even though
not required by legal or contractual provisions or generally accepted accounting
principles (GAAP). However, some governments combine individual debt service funds into a single debt service fund for financial reporting purposes.

Demand Bonds
8.93 Demand bonds are debt issuances that give the bondholder the right
to require the issuer or its agent to redeem the bonds within a certain period
after giving notice, creating a potential call on current resources. GASB
Interpretation No. 1, Demand Bonds Issued by State and Local Governmental
Entities—an interpretation of NCGA Statement 1 and NCGA Interpretation 9,
as amended, provides guidance for bonds that have demand provisions that can
be exercised at the date of the financial statements or within one year
23
Chapter 2, “Financial Reporting,” discusses whether legal or contractual provisions
require the use of separate funds for financial reporting purposes.
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thereafter. Those bonds should be reported as general long-term liabilities (and
reported only in the government-wide statement of net position, but not in the
governmental funds balance sheet) or excluded from current liabilities of
proprietary funds only if all of four conditions specified in GASB Interpretation
No. 1, as amended, are met. Those conditions ensure that any bonds for which
demand provisions are exercised will not require the current use of the
government’s resources. Unless those conditions are met, demand bonds should
be reported as liabilities in governmental funds or, in the case of proprietary
funds, as current liabilities. GASB Interpretation No. 1 paragraph 11 requires
certain note disclosures about demand bond programs, liquidity agreements,
take out agreements, and the debt service requirements that would result if the
take out agreement were to be exercised.

Special Assessment Debt
8.94 Special assessment debt is a long-term obligation for which assessments levied against the benefiting properties are the primary source of
repayment. Sometimes a government pays a portion of the cost of an improvement, in recognition of a “public benefit” resulting from the project. A government may be obligated in some manner to provide resources for repayment of
special assessment debt in the event of default by the assessed property owners.
8.95 GASB Statement No. 6, Accounting and Financial Reporting for
Special Assessments, as amended, provides the accounting and financial reporting standards for special assessment projects, which differ depending on
whether the government is obligated in some manner to assume the payment
of related debt service in the event of default by the property owners. A
government is obligated in some manner for special assessment debt if (a) it is
legally obligated to assume all or part of the debt in the event of default or
(b) the government may take certain actions to assume secondary liability for
all or part of the debt—and the government takes, or has given indications that
it will take, those actions. GASB Statement No. 6 provides additional guidance
on the “obligated in some manner” criterion.
8.96 If a government is obligated in some manner for special assessment
debt, all transactions related to capital improvements financed by special
assessments should be reported in the same manner, and on the same basis of
accounting, as any other capital improvement and financing transaction. Depending on the administration of a special assessment project and the fund that
is expected to pay the government’s share of the project debt, if any, the
transactions may be reported using proprietary or governmental funds and
accounted for as discussed in paragraphs 8.89–.91, respectively.
8.97 GASB Statement No. 6 provides that if the government is not
obligated in any manner for special assessment debt, the debt is not reported
in the government’s financial statements, and transactions of the debt service
phase are reported in an agency fund. If the construction phase of the project
is reported in a capital projects or other governmental fund, the source of funds
is identified by a description other than “bond proceeds,” such as “contribution
from property owners.” If the project is reported in a proprietary fund, an
amount equal to the amount capitalized in the fund (for the capital asset)
should be reported on the accrual basis after nonoperating revenue and
identified by a description such as “contribution from property owners.” In the
government-wide financial statements, program revenue (capital grants and
contributions) equal to the amount capitalized (for the capital asset) should be
reported.
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8.98 GASB Statement No. 6 paragraphs 20–21 provide disclosure requirements for special assessment debt. If the government is obligated in some
manner for special assessment debt, it should disclose the information required
for long-term debt (see the section in this chapter titled “Disclosures”). The
government also should describe the nature of its obligation, including identifying any guarantee, reserve, or sinking fund established to cover defaults by
property owners. If the government is not obligated in any manner for special
assessment debt, the notes should disclose the amount of the debt and the fact
that the government is in no way liable for repayment.

Conduit Debt
8.99 Governments sometimes issue conduit debt, which is certain limitedobligation revenue bonds, COPs, or similar debt instruments to provide capital
financing for a specific third party that is not a part of the issuer’s financial
reporting entity. Although conduit debt instruments bear the name of the
governmental issuer, the issuer has no obligation for the debt beyond the
resources provided by a lease or loan with the benefiting third party. The
proceeds from the sale of such debt usually advance or achieve some public
purpose, such as hospital construction or the expansion of a private business
to increase employment or the government’s tax base. Normally, such debt is
repayable only by the benefiting third party. Conduit debt explicitly states that
the government has no obligation other than possibly to help creditors exercise
their rights in the event of default.
8.100 Some governments report conduit debt as liabilities in their financial statements whereas other governments do not. GASB Interpretation No. 2,
Disclosure of Conduit Debt Obligations—an interpretation of NCGA Statement
1, does not establish accounting standards for conduit debt. However, it does
state that some conduit debt issuers report the obligations as liabilities and
that the interpretation does not alter that reporting or the reporting of future,
substantially similar conduit debt obligations. GASB Interpretation No. 2
requires governments with conduit debt obligations to disclose a general
description of the conduit debt transactions, the aggregate amount of all
conduit debt obligations outstanding at the financial statement date, and a
clear indication that it has no obligation for the debt beyond the resources
provided by related leases or loans. See the further discussion of conduit debt
obligations in the section on financing authorities in chapter 12.

Debt Guarantees
8.101 Some governments may be legally or morally obligated for the debt
of other entities. A legal obligation would be one in which one government
has—through law or contract—agreed to pay the debt of another entity should
the other entity be unable to do so. On the other hand, a moral obligation is
usually unenforceable unless authorization to pay is adopted by the entity’s
governing body. An example is debt issued by a local government for which the
state government is obligated, in the event of default, to consider assuming
responsibility for total repayment or to consider annually the need to provide
the required debt service payments. For guarantees arising from legal and
moral obligations to pay the debt of other entities (except for special assessment
debt as discussed in paragraphs 8.94–.97), governments should apply the
requirements of NCGA Statement No. 4, as amended and interpreted, and
GASB Statement No. 62 paragraphs 96–113. (See paragraph 8.69.) In addition,
GAAP requires the disclosure of significant commitments. (See paragraph
8.106.)
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8.102 GASB Statement No. 48 paragraphs 75–79, in the “Basis for Conclusions” section of the statement, discusses pledges of revenues between a
primary government and a debt-issuing component unit. If the debt of the
component unit is to be paid generally through revenues generated by the
primary government, such as general tax revenues from a state to pay bonded
debt related to dormitories constructed for its university component unit, and
is not considered guarantees of the component unit’s debt, then the primary
government does not recognize a liability for that debt directly. However, it will
recognize a liability to its component unit when it has agreed to pay over a
portion of its revenue stream for that purpose, perhaps yearly.

Advance Refundings and In-Substance Defeasances
8.103 GASB Statement No. 7, Advance Refundings Resulting in Defeasance of Debt, as amended, and No. 23, Accounting and Financial Reporting for
Refundings of Debt Reported by Proprietary Activities, as amended, provide
guidance on the accounting and financial reporting for advance and current
refundings that result in the defeasance of debt. In a refunding, a government
issues new debt to finance the repayment of previously issued (old) debt. The
repayment of the old debt may either be immediate (a current refunding) or at
some future time (an advance refunding).
8.104 An advance refunding may defease the old debt, either legally or
in-substance. A legal defeasance occurs when debt is legally satisfied based on
certain provisions in the debt instrument even though the debt is not actually
paid. Debt is defeased in substance if the government irrevocably places cash
or other assets with an escrow agent in a trust to be used solely to satisfy
scheduled interest and principal payments of the debt, and the possibility that
the government will be required to make future payments on that debt is
remote. (See the criteria for an in-substance defeasance in GASB Statement No.
7 paragraph 4.) When debt is defeased using proceeds of new debt, neither the
liability for the old debt nor the escrowed assets related to it are reported in the
financial statements. Only the new debt is reported:

•

For current and advance refundings that defease general long-term
debt, the face amount of the new debt should be reported as an “other
financing source—proceeds of refunding bonds” in the governmental
fund receiving the proceeds. Payments to the escrow agent from
resources provided by new debt should be reported as an “other
financing use—payment to refunded bond escrow agent.” Payments
to the escrow agent from other resources should be reported as debt
service expenditures.

•

For current and advance refundings that defease proprietary fund
debt, or prior refunding of proprietary fund debt, GASB Statement
No. 23, as amended, requires that the difference between the reacquisition price and the net carrying amount of the old debt, together
with any difference from prior refunding if applicable, be deferred
and amortized as a component of interest expense in a systematic
and rational manner over the remaining life of the old debt or the life
of the new debt, whichever is shorter. In the proprietary fund statement of fund net position, this deferred amount should be reported
as a deduction from or an addition to the new debt liability. The new
debt may be reported “net,” with either parenthetical or note disclosure of the deferred amount on refunding; or it may be reported
“gross,” with both the debt liability and related deferred amount
presented in the statement of fund net position. GASB Statement No.
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23, as amended, provides additional standards for debt that refunds
previous refunding debt.

•

In the government-wide financial statements, current and advance
refundings, including refundings of general long-term debt, should be
reported in the same manner as in proprietary fund financial statements. (See the preceding bulleted item.)

8.105 In all periods following an advance refunding for which debt that
was defeased in substance remains outstanding, governments should disclose
the outstanding amount of that debt, if any, at the financial statement date. In
addition, GASB Statement Nos. 7 and 23, as amended, require the following
disclosures in the year of the (current or advanced) refunding: (a) a general
description of the transaction, (b) the difference between the cash flows required to service the old debt and the cash flows required to service the new
debt and complete the refunding, and (c) the economic gain or loss resulting
from the transaction. GASB Statement No. 7 provides guidance on the various
measures needed for those disclosures.

Commitments
8.106 Governments are subject to various commitments, which are existing arrangements to enter into future transactions or events, such as long-term
contractual obligations with suppliers for future purchases at specified prices
and sometimes at specified quantities. NCGA Interpretation No. 6, Notes to the
Financial Statements Disclosure, paragraph 4 requires note disclosure about
construction and other significant commitments. (See also chapters 10 and 11
concerning the reporting of encumbrances, which are commitments against the
government’s appropriations for unperformed contracts for services and undelivered goods.)

Activity Statement Classifications
Government-Wide Statement of Activities
8.107 As discussed in chapter 2, the government-wide statement of activities presents activities accounted for in governmental funds by function, and
activities accounted for in enterprise fund by different identifiable activities.
(GASB Statement No. 34, as amended, and this guide use the term function to
refer to the level of detail presented in the statement of activities for both
governmental and business-type activities.) GASB Statement No. 34, as amended,
requires resource outflows from other than transfers—expenses in this case—to
be classified by function except those that meet the definition of special or
extraordinary items (as discussed in paragraph 8.109). At a minimum, governments should report direct expenses for each function.24 Direct expenses are
those that are specifically associated with a service, program, or department
and, thus, clearly identifiable to a particular function. (Chapter 7 of the GASB
Q&A provides additional guidance for identifying direct expenses.) Some functions (such as general government, support services, or administration) include
expenses that are, in essence, indirect expenses of other functions. Although
governments are not required to allocate those indirect expenses among other
24
As discussed in chapter 2, GASB Statement No. 34, Basic Financial Statements—and
Management’s Discussion and Analysis—for State and Local Governments, as amended,
encourages governments to provide data in the statement of activities at a more detailed level
than by function if doing so provides more useful information without significantly reducing the
statement’s understandability.

AAG-SLV 8.105

265

Expenses or Expenditures and Liabilities

functions, they may allocate some or all of them. If indirect expenses are
allocated, direct and indirect expenses should be presented in separate columns
in the statement of activities. A column totaling direct and indirect expenses
may be presented but is not required. (See the discussion in chapter 9 about the
requirement to eliminate allocations of overhead and similar expenses.)
8.108 GASB Statement No. 34, as amended, also provides classification
standards for expenses for depreciation on general long-term capital assets and
interest on general long-term liabilities. Chapter 7 discusses those classifications for depreciation expense. Interest on general long-term liabilities should
be reported as an indirect expense except in those limited instances when
borrowing is essential to the creation or continuing existence of a program and
it would be misleading to exclude the interest from direct expenses of that
program (for example, a new program that is highly leveraged in its early
stages). Most interest on general long-term liabilities should be reported in the
statement of activities as a separate line that clearly indicates that it excludes
direct interest expenses, if any, reported in other functions. The amount
excluded should be disclosed in the notes or presented on the face of the
statement.
8.109 Special items are transactions or other events within the control of
management that are either unusual in nature or infrequent in occurrence.
Paragraphs 46–48 of GASB Statement No. 62 define the terms unusual in
nature and infrequency of occurrence. Extraordinary items are transactions or
other events that are both unusual in nature and infrequent in occurrence.
Special items should be reported before extraordinary items. GASB Q&A item
7.43.3 provides the following examples of items that may be special items:

•
•
•
•

Sales of certain general governmental capital assets
Termination benefits resulting from workforce reductions due to sale
of utility operations
Early retirement program offered to all employees
Significant forgiveness of debt

It also provides the following examples of items that may be extraordinary
items:

•

Costs related to an environmental disaster caused by a large chemical spill in a train derailment in a small city

•

Significant damage to the community or destruction of government
facilities by a terrorist act or a natural disaster such as a tornado,
hurricane, flood, earthquake (note that the geographic location of the
government may determine if a weather-related natural disaster is
infrequent)

•

Large bequest to a small government by a private citizen

Governmental Funds Statement of Revenues, Expenditures, and
Changes in Fund Balances
8.110 In the governmental funds, resource outflows from other than
transfers should be reported as expenditures, classified at a minimum by
function, unless they are required to be reported as other financing uses, special
items, or extraordinary items. Expenditures also should be classified by character, that is, on the basis of the fiscal period they are presumed to benefit. The
major character classifications of expenditures are current, which benefit the
current fiscal period; capital outlays, which are presumed to benefit both the
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present and future fiscal periods; debt service, which presumably benefits prior
fiscal periods as well as current and future periods; and intergovernmental,
where one government transfers resources to another.
8.111 Other financing uses, which should be reported with other financing
sources after the excess (deficiency) of revenues over expenditures, should
include long-term debt issuance discounts (see paragraph 8.91) and payments
to escrow agents for bond refundings paid from resources provided by the new
debt (see paragraph 8.104). Special and extraordinary items (see paragraph
8.109) should be reported separately after other financing sources and uses. If
both special and extraordinary items occur during the same period, they should
be reported separately within a special and extraordinary items classification.

Proprietary Funds Statement of Revenues, Expenses, and Changes
in Fund Net Position
8.112 In the proprietary funds, resource outflows from other than transfers are classified as operating expenses, nonoperating expenses, special items,
or extraordinary items. Chapter 6 discusses the GASB Statement No. 34, as
amended, requirements for defining operating revenues and expenses. Paragraph 8.109 discusses special and extraordinary items. Operating and nonoperating expenses should be detailed. GASB Q&A item 7.72.4 indicates that the
required detail may be provided by using natural classifications (for example,
salaries and wages, employee benefits, supplies, utilities) or functions (a public
university, for example, may use instruction, academic support, student services, and so forth).

Trust Funds Statement of Changes in Trust Net Position
8.113 This statement reports only trust funds; agency funds should not be
reported in this statement. Resource outflows are classified as deductions. The
detailed display requirements of GASB Statement No. 25, Financial Reporting
for Defined Benefit Pension Plans and Note Disclosures for Defined Contribution
Plans, and No. 43, Financial Reporting for Postemployment Benefit Plans Other
Than Pension Plans, apply to the statements of changes in plan net position for
pension and other employee benefit trust funds. See chapter 12, which discusses
GASB Statement No. 43.
8.114 Agency fund activities are reported in a statement of changes in
assets and liabilities that may be presented as supplementary information (SI)
other than RSI, referred to in this guide as “GASB defined” SI (for example, in
the combining and individual fund financial statements in a comprehensive
annual financial report).25 That statement presents changes in all assets and
liabilities, not only cash transactions. (Chapters 4 and 14, “Audit Reporting,”
discuss the auditor’s responsibility and reporting on “GASB defined” SI.)

Financial Position Statement Classifications
8.115 GASB Statement No. 34, as amended, requires the governmentwide statement of net position to present assets and liabilities in order of
liquidity (which is encouraged) or classified between current and long-term. It
also requires assets and liabilities of proprietary funds to be classified between

25
This guide uses the term “GASB defined” SI to refer to supplementary information other
than RSI. See chapter 2 for more information.
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current and long-term. Chapter 2 discusses the requirements for those presentations. The detailed display requirements of GASB Statement Nos. 25 and
43, both as amended, apply to the statements of plan net position of pension and
other postemployment benefit trust funds, respectively. See chapter 12, which
discusses GASB Statement No. 43, as amended.
8.116 If proprietary or trust fund liabilities for which the government is
contingently liable are in default—or if it is probable that those liabilities will
not be paid on a timely basis from the resources of those funds and default is
imminent—NCGA Statement No. 1 paragraph 46, as amended, requires the
liabilities to be reported separately from other liabilities in the fund balance
sheet and in the government-wide statement of net position. The notes to the
financial statements should disclose all significant facts with respect to the
situation.

Disclosures
8.117 Earlier portions of this chapter discuss many of the disclosures
required for transactions and balances discussed in this chapter. Other required
disclosures include

•

the accounting principles used for recognizing expenses or expenditures (NCGA Statement No. 1 paragraph 70, as amended, and GASB
Statement No. 62 paragraph 90–95).

•

material violations of finance-related legal and contractual provisions and actions taken to address such violations (NCGA Statement
No. 1 paragraph 158 and GASB Statement No. 38 paragraph 9).

•

the government’s policy for allocating indirect expenses to functions
in the government-wide statement of activities (GASB Statement No.
34 paragraph 115).

•

the government’s policy for whether it first applies restricted or
unrestricted resources when an expense is incurred for purposes for
which both restricted and unrestricted components of net position are
available (GASB Statement No. 34 paragraph 115).

•

short-term debt activity during the year, including a schedule of
changes in that debt and the purpose for which the debt was issued
(GASB Statement No. 38 paragraph 12).

•

significant effects of subsequent events (GASB Statement No. 56,
Codification of Accounting and Financial Reporting Guidance Contained in the AICPA Statements on Auditing Standards, paragraphs
8–15).

•

debt service requirements to maturity, presenting principal and
interest requirements separately for each of the five subsequent
fiscal years and in five-year increments after that (NCGA Statement
1 paragraph 158, and GASB Statement No. 38 paragraph 10). Note
that interest requirements for variable-rate debt should be calculated using the rate in effect at the financial statement date. Note
also that when derivatives are entered into to achieve a synthetic
interest rate, the net cash flow should be disclosed in addition to the
debt service requirements of the associated debt (GASB Statement
No. 53 paragraph 74).

•

the terms by which interest rates change for variable-rate debt
(GASB Statement No. 38 paragraph 10).
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•

details about payables aggregated in the financial statements when
those aggregations obscure significant components of the payables
(GASB Statement No. 38 paragraph 13).

•

for governments that have filed for bankruptcy (see chapter 13 of this
guide for further discussion):

—

the aggregate gain expected to occur by remeasuring liabilities
subject to a proposed Plan of Adjustment, or realized, as appropriate; or a statement that any gain is not yet reasonably
estimable and the reasons therefore (GASB Statement No. 58,
Accounting and Financial Reporting for Chapter 9 Bankruptcies, paragraph 15).

—

contingent claims not subject to reasonable estimation, based
on the provisions of NCGA Statement 4 (GASB Statement No.
58 paragraph 15).

8.118 Paragraphs 116 and 119 of GASB Statement No. 34 require governments to provide the following details in the notes to the financial statements about the primary government’s long-term liabilities (both long-term
debt and other long-term liabilities) except net pension and other postemployment benefit obligations.26 The information in the disclosure should be divided
into major classes of long-term liabilities as well as between type of activity
(governmental versus business-type):

•
•
•
•

Beginning- and end-of-year balances
Increases and decreases (separately)
The portions of each item that are due within one year of the financial
statement date
Which governmental funds typically have been used to liquidate
other long-term liabilities (such as compensated absences, pension
liabilities, OPEB) in prior years

8.119 GASB Statement No. 34, as amended by GASB Statement No. 37,
Basic Financial Statements—and Management’s Discussion and Analysis—for
State and Local Governments: Omnibus also requires the disclosure of certain
segment information for governments that report enterprise funds or that use
enterprise fund accounting and reporting standards to report their activities.
For purposes of that disclosure, a segment is an identifiable activity (or
grouping of activities) reported as or within an enterprise fund or an other
stand-alone entity that has one or more bonds or other debt instruments
outstanding, with a revenue stream pledged in support of that debt and an
externally-imposed requirement for the activity’s revenues, expenses, gains and
losses, assets, and liabilities to be accounted for separately. However, segment
disclosures are not required (a) for an activity whose only outstanding debt is
conduit debt for which the government has no obligation beyond the resources
provided by related leases or loans or (b) when an individual fund is both a
segment and reported as a major fund.27 GASB Statement No. 34 paragraph
122 contains the required segment disclosures, which should be met by providing condensed financial statements in the notes to the financial statements
and describing the types of goods and services provided. GASB Statement No.
26
Information about net pension obligations and other postemployment benefit obligations
should be disclosed in a separate note (or notes) as required by GASB Statement No. 27, as
amended, and GASB Statement No. 45, as amended, respectively.
27
GASB Q&A item 7.86.2 explains that common segments should not be grouped for
purposes of the disclosure.
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34 paragraph 123 encourages governments that want to present disaggregated
data for their multiple-function enterprise funds beyond what is required for
segment reporting (for example, net program cost information) to present a
statement of activities as “GASB defined” SI.

Management’s Discussion and Analysis
8.120 As discussed in chapter 2, GASB Statement No. 34, as amended,
requires the presentation of a management’s discussion and analysis (MD&A)
as RSI.28 One of the requirements for presentation in MD&A is long-term debt
activity during the year, including a discussion of commitments made for
capital expenditures, changes in credit ratings and debt limitations that may
affect the financing of planned facilities or services. As an alternative, governments may summarize in the MD&A the information in the note disclosure
discussed in paragraph 8.118 and refer to that disclosure for additional details.
8.121 MD&A also should include a description of currently known facts,
decisions, or conditions that are expected to have a significant effect on financial
position or results of operations. According to GASB Q&A item 7.5.13 examples
of currently known facts, decisions, or conditions related to expenses or expenditures and liabilities that might be expected to have a significant effect on
financial position or results of operations are: the adjudication of a significant
lawsuit, a flood that caused significant damage to a government’s infrastructure, and a renegotiated labor contract with government employees.

Auditing Considerations
8.122 The audit objectives for the expenses or expenditures and liabilities
of each opinion unit, categorized by financial statement assertion, are as
follows:

•

•

28

Assertions about classes of transactions and events for the period
under audit:

—

Occurrence. Reported expenses or expenditures represent amounts
relating to the period and pertain to the government.

—

Completeness. The financial statements report all expenses or
expenditures relating to the period.

—

Accuracy. Amounts and other data relating to expenditures or
expenses have been recorded appropriately.

—

Cutoff. Expenses or expenditures have been recorded in the
correct accounting period.

—

Classification. Expenses or expenditures have been recorded in
the proper accounts.

Assertions about account balances at the period end:

—

Existence. Reported liabilities represent amounts unpaid as of
the end of the period.

—

Rights and obligations. The financial statements properly reflect conditions and agreements that affect the government’s
liabilities as of the end of the period.

Chapters 4 and 14 discuss the auditor’s responsibility for and reporting on RSI.
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•

—

Completeness. The financial statements report all liabilities as
of the end of the period.

—

Valuation and allocation. Liabilities are reported at the appropriate amounts.

Assertions about presentation and disclosure:

—

Occurrence and rights and obligations. Disclosed liabilities and
expenditures or expenses have occurred and pertain to the
entity.

—

Completeness. All disclosures pertaining to expenditures or
expenses and liabilities that should have been included in the
financial statements have been included.

—

Classification and understandability. Financial information
related to liabilities and expenditures or expenses is appropriately presented and described and disclosures are clearly expressed.

—

Accuracy and valuation. Liability and expenditures or expenses information is disclosed fairly and at appropriate amounts.

8.123 The auditor might determine the various types of expenses or
expenditures and liabilities that a government has by, for example, reading
documents that contain legal and contractual provisions, such as budgets,
enabling legislation, and grant agreements; reading minutes of the meetings of
the governing body and its boards, committees, or commissions; asking appropriate officials about functions, programs, and resource use; and reviewing the
financial statements of the prior period and the draft financial statements or
other accounting information for the current period. The auditor should obtain
an understanding of the government’s internal control relevant to the audit,
including controls over expenses or expenditures and liabilities. After identifying the nature and amounts of these accounts, the auditor should obtain an
understanding of relevant controls over pertinent processes such as purchasing
and payroll, accounting for expenses or expenditures and liabilities, and making cash disbursements. When obtaining an understanding of controls that are
relevant to the audit, the auditor should evaluate the design of those controls
and determine whether they have been implemented by performing procedures
in addition to the inquiry of the entity’s personnel.
8.124 The auditor should consider the possibility of the decentralization
of the entity’s purchasing and payroll, accounting, or disbursement activities
and, if necessary, perform procedures to identify the various locations that
conduct such activities to assess control risk at each location that may materially affect the financial statement assertions. If a service organization is used
(for example, in connection with the entity’s purchasing and payroll, accounting, or disbursement activities), AU-C section 402, Audit Considerations Relating to an Entity Using a Service Organization (AICPA, Professional Standards), provides requirements and guidance on the factors auditors (referred to
as user auditors) should consider when auditing financial statements of an
entity that uses a service organization to process certain transactions. The
AICPA Guide Service Organizations—Applying SSAE No. 16, Reporting on
Controls at a Service Organization (SOC 1SM), and AT section 801, Reporting
on Controls at a Service Organization (AICPA, Professional Standards), provide
guidance for independent auditors (service auditors) who issue reports on
processing of transactions by service organizations for other auditors.
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8.125 The extent of a government’s internal control usually will not be the
same for all types of transactions, and consequently neither is control risk. For
example, a government may have more stringent controls over its payroll and
payroll-related transactions (which usually is a significant cost for governments) than it does over its contracts for goods and services (which may not be
as large a cost). Sometimes, increased controls are a result of the government’s
budgetary system. In designing an efficient and effective approach to the audit
of expenses or expenditures and liabilities, the auditor should consider the
differing levels of internal control and control risk for different types of costs.
8.126 As explained in chapter 11, even though a government’s budgetary
comparison information may not be audited, an auditor may perform audit
procedures relating to the budget to consider, for example, controls to ensure
that expenses or expenditures have been properly approved, monitored and
enforced, and classified within the accounts and thus assist in the audit of those
items. Unlike private sector budgets, governmental budgets typically have the
force of law, are integrated into the government’s accounting structure, and are
an integral part of the government’s internal controls. The auditor should
obtain an understanding of the relevant controls to evaluate their design and
determine whether they have been implemented. If the auditor determines that
those budgetary controls are in place and functioning properly, the auditor may
be able to assess control risk for expenses or expenditures at low to moderate
and use those controls as a basis for designing the nature, timing, and extent
of substantive procedures on expenses or expenditures.
8.127 A significant concern in auditing a government’s financial statements is evaluating whether the entity has complied with the eligibility
requirements, purpose restrictions, and other requirements in laws and contracts that could have a direct and material effect on the determination of
financial statement amounts. Further, the auditor should determine that
adequate procedures are performed related to the activity and balances of each
of those opinion units with material expenses or expenditures and liabilities.
(See the discussion of opinion units in chapter 4.)
8.128 The auditor should obtain an understanding of the government’s
controls over expenses or expenditures and liabilities that are relevant to the
audit and should evaluate the design of those controls and determine if they
have been implemented by performing procedures in addition to the inquiry of
the entity’s personnel. In addition to standard internal control features for
those accounts, features that are unique or significant in government may
include the following:

•

Policies and procedures to ensure that the goods and services (including employee services) acquired and the related cash disbursements conform to legal and contractual provisions

•

Processes to monitor that the government complies with the eligibility requirements, purpose restrictions, and other compliance requirements of intergovernmental grants and entitlements and private contributions

•

Policies for first applying restricted or unrestricted resources when
an expense is incurred for purposes for which both restricted and
unrestricted components of net position are available, and procedures
to ensure that policy is consistently applied

•

Policies and procedures to appropriately allocate grant funds to
recipients and subrecipients, to define compliance requirements and
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to communicate those requirements to recipients and subrecipients,
and to monitor recipient and subrecipient activities on a timely basis

•

Policies and procedures to ensure that debt issuances comply with
legal and contractual provisions—such as debt limits, approvals by
senior levels of government and voters, adherence to debt covenants,
continuing disclosure requirements of Securities and Exchange Commission Rule 15c2-12, and the timely payment of debt principal and
interest—and that taxes levied to service the debt are adequate (see
also the discussions in chapter 5 concerning federal arbitrage requirements.)

•

Policies and procedures for recognizing expenses or expenditures and
liabilities for UBIT

•

Policies and procedures to record encumbrances for contracts and
purchase orders

•

Policies and procedures to ensure the proper use of petty cash and
debit or procurement cards for small or routine purchases

•

The review of long-outstanding checks for propriety and the escheatment of abandoned and unclaimed funds that arise from longoutstanding checks

•

Policies and procedures to ensure that expenses or expenditures,
prepaid items and inventory, liabilities, debt issuances, and commitments are measured, presented, and disclosed in the financial statements in conformity with GAAP, including processes to ensure that
expenses or expenditures are properly classified, as appropriate, by
function, object, character, and operating or nonoperating designations; that special and extraordinary items are separately identified;
and that liabilities, including debt, are reported in the proper fund
and financial statements and properly classified as to liquidity or
between current and long-term

8.129 In addition to standard audit procedures for expenses or expenditures and liabilities, procedures that are unique or significant in government
may include the following:

•

Examining a sample of expenses or expenditures to determine whether
the goods and services acquired and the related cash disbursements
conform to compliance requirements that could have a direct and
material effect on the determination of financial statement amounts;
the entity adheres to its policy concerning first applying restricted or
unrestricted resources when an expense is incurred for purposes for
which both restricted and unrestricted components of net position are
available; and expenses or expenditures, prepaid items and inventory, and liabilities are properly recorded and classified in the accounting records

•

Examining a sample of intergovernmental grants and entitlements
and private contributions to determine whether the entity complies
with award eligibility requirements, purpose restrictions, and other
compliance requirements (such as those relating to subrecipients)
that could have a direct and material effect on the determination of
financial statement amounts

•

Examining a sample of debt issuances to determine whether they
comply with compliance requirements that could have a direct and
material effect on the determination of financial statement amounts
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and that taxes levied or other revenues dedicated to service the debt
are adequate

•

Making inquiries of responsible officials and reviewing correspondence from grantor agencies, oversight or cognizant agencies, external governmental regulators, other contributors, bond trustees, and
so forth for noncompliance with legal and contractual provisions and
for unrecorded and unreported contingencies

•

Evaluating whether the entity has properly recorded expenses or
expenditures and liabilities for UBIT

•

Determining whether year-end encumbrances are appropriately recorded for outstanding contracts and purchase orders, and that
recorded encumbrances are valid29

•

Examining a sample of petty cash, debit card, or procurement card
purchases for propriety and documentation

•

Determining that the government has appropriately reversed longoutstanding checks and that such abandoned or unclaimed amounts
have been handled properly in accordance with state escheat laws

•

Determining whether the entity’s expenses or expenditures, prepaid
items and inventory, liabilities, debt issuances, and commitments are
measured, presented, and disclosed in the financial statements in
conformity with GAAP

8.130 AU-C section 501, Audit Evidence—Specific Considerations for Selected Items (AICPA, Professional Standards), provides guidance on planning
and performing auditing procedures for financial statement assertions about
derivative instruments, which include certain liabilities. AU-C section 501 is
summarized in chapter 5 and the related AICPA Audit Guide Special Considerations in Auditing Financial Instruments.30
8.131 The auditor may use confirmations to verify certain information
with other parties, such as IRC Section 457 plan balances, additions, and
deductions with the plan administrator; grants, entitlements, and appropriations awarded and paid with recipients and subrecipients; deposits for systems
development fees with land developers or individual property owners; landfill
closure, postclosure care, and pollution remediation assets with the trustee;
legal compliance of debt sales with bond counsel or appropriate oversight
government; the existence of debt restrictions, terms, and proceeds with debt
lenders or underwriters; debt principal balances outstanding at the financial
reporting date and compliance with debt covenants with the trustee; and
principal and interest payments during the year and cash held to pay matured
or unmatured debt with the paying agent. See AU-C section 505, External
Confirmations (AICPA, Professional Standards), for guidance about the confirmation process.

29
See chapter 10 for information related to encumbrances and reporting fund balance in
governmental funds.
30
The AICPA Audit Guide Auditing Derivative Instruments, Hedging Activities, and Investments in Securities includes guidance on fair value measurements and related internal
controls as well as a discussion of GAAP related to measuring and reporting derivative
instruments, securities, and hedging activities. However, users of this guide are cautioned that
the accounting, reporting, and auditing guidance in that guide is related to derivative instrument, hedging, and securities transactions in the private sector (that is, based on accounting
and financial reporting guidance that is established by the Financial Accounting Standards
Board) and is not applicable to preparing and auditing government financial statements.
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8.132 As discussed in paragraph 8.08, some grants, donations, and debt
agreements impose finance-related requirements on the issuer. Although accounting and financial reporting standards and changes in those standards are
not specifically designed to affect the evaluation of compliance with those
requirements, some of those requirements may be written in such a manner
that they could be affected. For example, a debt agreement may require a debt
service reserve account that is based on a percentage of a particular revenue
as reported in the government’s GAAP financial statements. Because revenues
may be measured differently in the government-wide and governmental fund
financial statements, the government should determine the measure on which
compliance should be evaluated. The government may need to consult the
grantor, donor, or legal counsel in determining the effect of accounting and
financial reporting standards on compliance requirements. The auditor might
consider an evaluation of the government’s determination as part of the
financial statement audit.
8.133 As discussed in paragraph 8.119, there may be requirements for
governments to disclose certain segment information. According to paragraph
.A67 of AU-C section 501, the auditor’s responsibility regarding the presentation and disclosure of segment information is in relation to the financial
statements of the opinion unit(s) on which the segment information is based.
Paragraph .25 of AU-C section 501 addresses the auditor requirements for
segment information.
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Chapter 9

Interfund, Internal, and Intra-Entity Activity
and Balances
Introduction
9.01 The need to properly account for and report interfund, internal, and
intra-entity activity and balances is important in governmental financial
reporting. The principal standards for classifying and reporting that activity
and the resulting balances are in Governmental Accounting Standards Board
(GASB) Statement No. 34, Basic Financial Statements—and Management’s
Discussion and Analysis—for State and Local Governments, as amended,
paragraphs 57–62 and 112; GASB Statement No. 38, Certain Financial Statement Note Disclosures, paragraphs 14–15; and GASB Statement No. 48, Sales
and Pledges of Receivables and Future Revenues and Intra-Entity Transfers of
Assets and Future Revenues, as amended, paragraph 15. Additional guidance is
presented in chapters 2, 7, and Z of the GASB Comprehensive Implementation
Guide (GASB Q&A).

Nature of Transactions
Nature of Interfund Activity and Balances
9.02 Interfund activity is a resource flow within and among the three fund
categories—governmental, proprietary, and fiduciary—and includes resource
flows between a primary government and its blended component units.1 (Paragraph 9.05 discusses activity and balances between a primary government and
its discretely presented component units.) Internal activities and balances do
not meet the definition of financial statement elements outlined in GASB
Concepts Statement No. 4, Elements of Financial Statements. However, activity
and internal balances and transfers between reporting units of a governmental
unit are reported along with assets, deferred outflows of resources, liabilities,
deferred inflows of resources, net position, inflows of resources, and outflows of
resources for purposes of fair presentation of each reporting unit. GASB
Statement No. 34 paragraph 112 identifies two categories and four subcategories of interfund activity as follows:
a. Reciprocal interfund activity is the internal counterpart to exchange
and exchange-like transactions. There are two types of reciprocal
interfund activity:
i. Interfund loans are amounts provided with a requirement for
repayment.
ii. Interfund services provided and used are purchases and sales
of goods and services between funds for a price approximating
1
Governmental Accounting Standards Board (GASB) Statement No. 34, Basic Financial
Statements—and Management’s Discussion and Analysis—for State and Local Governments,
provides that component units that are fiduciary in nature are displayed with fiduciary funds
in the fiduciary fund financial statements. Those component units are treated the same as
fiduciary funds and are therefore referred to in this guide as fiduciary funds.
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their external exchange value. This includes most internal
service fund activity.
b. Nonreciprocal interfund activity is the internal counterpart to nonexchange transactions. There are two types of nonreciprocal interfund activity:
i. Interfund transfers are flows of assets between funds without
equivalent flows of assets in return and without a requirement
for repayment. This includes payments in lieu of taxes (PILOTs) that are not payments for, and are not reasonably
equivalent in value to, services provided. (Some governments
characterize PILOTs as interfund services provided and used;
see paragraph 9.35.)
ii. Interfund reimbursements are repayments from the funds responsible for particular expenditures or expenses to the funds
that initially paid for them.
Interfund balances arise from unpaid interfund activity. See the detailed
discussion of the accounting and financial reporting for interfund activity and
balances at paragraphs 9.06–.15.
Update 9-1 Accounting and Reporting: Reporting Entity
GASB Statement No. 61, The Financial Reporting Entity: Omnibus—an amendment of GASB Statements No. 14 and No. 34, issued in November 2010, is
effective for periods beginning after June 15, 2012. Earlier application is
encouraged. In the first period this statement is applied, changes should be
treated as an adjustment of prior periods, and financial statement presentations for the periods affected should be restated.
GASB Statement No. 61 amends GASB Statement Nos. 14, The Financial
Reporting Entity, and 34 by amending the criteria for including component
units and for blending component units in the financial statements of the
primary government. In addition, GASB Statement No. 61 requires reporting
condensed combining information in the notes to the financial statements for
component units that are blended through consolidation into the single column
of primary governments that are business-type activities reporting in a single
column (such as a state university). GASB Statement No. 61 also clarifies the
reporting of equity interests in legally separate organizations.
For more information about the effects of GASB Statement No. 61 upon its
implementation, a summary of this statement is included in section A.01 in
appendix A, “Guidance Updates.”
9.03 Internal service funds are one source of interfund activities and
balances. GASB Statement No. 34 paragraph 68 states that internal service
funds may be used to report any activity that provides goods or services to other
funds, departments, or agencies of the primary government and its component
units, or to other governments, on a cost-reimbursement basis. Internal service
funds should be used only if the reporting government is the predominant
participant in the activity.2

2
GASB Comprehensive Implementation Guide (GASB Q&A) item 7.50.9 indicates that,
although usually clear, determining predominance requires preparer and auditor judgment.
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Nature of Internal Activity and Balances
9.04 In the government-wide financial statements, internal activity and
balances relate to interfund activity and balances reported in the fund financial
statements. GASB Statement No. 34 paragraph 57 states “In the process of
aggregating data for the statement of net position and the statement of
activities, some amounts reported as interfund activity and balances in the
funds should be eliminated or reclassified.” See the detailed discussion of the
accounting and financial reporting for internal activity and balances at paragraphs 9.16–.20.3

Nature of Intra-Entity Activity and Balances
9.05 Activity between primary governments and their discretely presented component units is known as intra-entity activity. Because of the
separate nature of discretely presented component units, GASB Statement No.
34 paragraph 61 requires that activity between a primary government and its
discretely presented component units be reported as if it relates to external
transactions. See the detailed discussion of the accounting and financial reporting for intra-entity activity and balances at paragraph 9.21.

Accounting and Financial Reporting Considerations4, 5
Reporting Interfund Activity and Balances
9.06 National Council on Governmental Accounting (NCGA) Statement
No. 1, Governmental Accounting and Financial Reporting Principles, paragraphs 57 and 75 state that interfund transfers should be recognized in the
period in which the interfund receivable and payable arise. The recognition and
measurement standards for several types of interfund activity—such as risk
financing activities, pension and other postemployment benefits plan contributions, nonexchange transactions, lease agreements, and the payment and
receipt of the proceeds of tobacco settlement revenue bonds and other sales and
pledges of receivables and future revenues between a primary government and
its blended component units—are discussed in chapter 6, “Revenues and
Receivables,” chapter 8, “Expenses or Expenditures and Liabilities,” and chapter 12, “Special Purpose and State Governments.” Interfund movements of
capital assets are discussed in chapter 7, “Capital Assets.”
9.07 Table 9-1 summarizes the required reporting in the funds for the four
types of interfund activity and balances, as discussed further in this section.

3
Chapter 2, “Financial Reporting,” discusses how internal service fund assets and liabilities
that are not eliminated in the government-wide statement of net position generally should be
reported in the governmental activities column.
4
Making disclosures for discretely presented component units is a matter of professional
judgment, as discussed in chapter 3, “The Financial Reporting Entity.”
5
The discussion in paragraph 9.27 on differing year ends between a primary government
and its component units affects the discussions on interfund, internal, and intra-entity activity
and balances.

AAG-SLV 9.07

278

State and Local Governments

Table 9-1
Interfund Activity and Balances: Required Reporting
Type of Interfund Activity/Balances
Interfund loans
Interfund services provided and used
Interfund transfers

Interfund reimbursements

Financial Reporting
Generally, interfund receivables/
payables (see paragraph 9.08)
Generally, revenues and expenditures/
expenses (see paragraph 9.09)
Other financing sources/uses or after
nonoperating revenues/expenses (see
paragraph 9.10)
Expenditures/expenses only in the
funds responsible for them (see
paragraph 9.11)

9.08 Lender funds should report interfund loans as interfund receivables;
however, borrower funds should report them as interfund payables. If repayment is not expected within a reasonable time, the interfund balances should
be reduced, and the lender fund should report a transfer to the borrower fund
for the amount that is not expected to be repaid within a reasonable time,
regardless of the basis of accounting used in the fund financial statements. As
discussed in item 7.82.1 of the GASB Q&A, there is no precise definition of the
“expected within a reasonable time” provision, and professional judgment will
determine whether an interfund loan should be reclassified. However, that item
also discusses the notions of expectation and reasonable time. (See also paragraph 9.34.) Item 6.4.5 of the GASB Q&A indicates that a promissory note
issued by one fund and purchased by another fund should be reported as an
interfund loan in the fund financial statements.
9.09 Interfund services provided and used should be reported as revenues
in seller funds and expenditures or expenses in purchaser funds. However,
when the general fund is used to account for risk-financing activity, GASB
Statement No. 10, Accounting and Financial Reporting for Risk Financing and
Related Insurance Issues, as amended, requires interfund charges to other
funds to be accounted for as interfund transfers (which are discussed in
paragraph 9.10) or as interfund reimbursements (which are discussed in
paragraph 9.11), depending on the circumstances. (See the discussion of accounting for risk financing activities in chapter 8.)
9.10 In governmental funds, interfund transfers should be reported as
other financing uses in the transferor funds and other financing sources in the
recipient funds. In proprietary funds, transfers should be reported after nonoperating revenues and expenses.
9.11 Interfund reimbursements should reduce the expenditures or expenses in the funds that originally paid them and increase expenditures or
expenses in the funds responsible for them. Consequently, reimbursements are
not displayed as interfund activity in the financial statements.
9.12 Unpaid amounts arising from interfund activity should be reported
as interfund receivables and payables in the fund financial position statements,
except as discussed in paragraph 9.08 for loans for which repayment is not
expected within a reasonable time. NCGA Statement No. 1 footnote 5 states
that where money is owed from one fund to another fund, and money is also
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owed from the latter to the former, the amounts receivable and payable should
not be offset in the accounts. However, for purposes of reporting, that statement
provides that current amounts due from and due to the same funds may be
offset and the net amounts shown in the respective fund financial position
statements.
9.13 GASB Statement No. 38 paragraph 14 requires the notes to the
financial statements to disclose amounts due from other funds by individual
major fund, nonmajor governmental funds in the aggregate, nonmajor enterprise funds in the aggregate, internal service funds in the aggregate, and
fiduciary fund type. Governments also should disclose the purpose for interfund
balances and interfund balances that are not expected to be repaid within one
year from the date of the financial statements.
9.14 GASB Statement No. 38 paragraph 15 requires the following disclosures about interfund transfers reported in the fund financial statements:

•

Amounts transferred from other funds by individual major fund,
nonmajor governmental funds in the aggregate, nonmajor enterprise
funds in the aggregate, internal service funds in the aggregate, and
fiduciary fund type

•

A general description of the principal purposes of the government’s
interfund transfers

•

The intended purpose and the amount of significant transfers that
meet either or both of the following criteria: (a) do not occur on a
routine basis or (b) are inconsistent with the activities of the fund
making the transfer

9.15 If a government chooses to use an internal service fund to account for
its risk financing activities, GASB Statement No. 10, as amended, provides
guidance. The statement generally provides that the total charge by the
internal service fund to the other funds be based on an actuarial method or
historical cost information and adjusted over a reasonable period of time so that
internal service fund revenues and expenses are approximately equal. That
guidance applies even though the fund may periodically report annual deficits
or accumulated deficit net position. If the government cannot recoup such
deficits over a reasonable period of time, however, the internal service fund
deficit should be charged back to the user funds. For risk financing internal
service funds, GASB Statement No. 10 paragraph 67, as amended, requires
disclosure in the notes to the financial statements of (a) deficit net position and
(b) designations of net position resulting from charging a reasonable provision
for expected future catastrophe losses. (See chapter 8 for additional discussion
of the accounting and financial reporting requirements for risk financing,
including when using internal service funds.)

Reporting Internal Balances and Activity
9.16 In the government-wide statement of net position, some internal
balances are reclassified or eliminated to minimize the “grossing up” effect on
assets and liabilities within the governmental and business-type activities,
including
a. amounts owed between the funds included in the governmental
activities column are eliminated (that is, not reported in the statement of net position), as are amounts owed between funds included
in the business-type activities column. This includes interfund receivables and payables relating to internal service fund activity.

AAG-SLV 9.16

280

State and Local Governments

b. amounts owed between governmental and business-type activities
are presented as internal balances. However, those internal balances
are ultimately eliminated in the “total primary government” column.
As shown in the illustrative financial statements in the nonauthoritative appendixes to chapter 7 of the GASB Q&A, this is done either
by (1) including both the receivable and payable on the same financial
statement line as “internal balances” (reported with either assets or
liabilities) that offset each other in the aggregation process or (2) adjusting the amounts out of the “total primary government” column,
accompanied by a notice of the elimination.
c. amounts of receivables and payables between the primary government and fiduciary funds are reported as receivable from and payable
to external parties, as required by GASB Statement No. 34 paragraph
58, rather than as internal balances.
9.17 Table 9-2 summarizes the required reporting in the government-wide
financial statements for internal balances.

Table 9-2
Internal Balances Reporting in Government-Wide
Financial Statements
Nature of Balance
Between funds included in governmental
activities column
Between funds included in business-type
activities column
Between a fund included in governmental
activities column and a fund included in
the business-type activities column
Between the primary government and
fiduciary funds

Reporting
Eliminate within the governmental
activities column
Eliminate within the business-type
activities column
Internal balance; eliminate in the
total primary government column
Report as receivable from/payable to
external parties

9.18 Interfund transfers within governmental activities and within businesstype activities should be eliminated and not presented in the statement of
activities. Only the net amount transferred between governmental and businesstype activities should be reported in the statement of activities, but that amount
ultimately should be eliminated in the “total primary government” column.
GASB Q&A item 7.47.16 indicates that the elimination can be achieved by
combining all transfers in and transfers out within the separate governmental
and business-type activities columns into a single line item on the statement
of activities.
9.19 GASB Statement No. 34 paragraphs 59–60 provide the following
additional guidance concerning eliminations of internal activity in the governmentwide statement of activities:
a. Internal service fund activity is eliminated to remove the “doublingup” effect. For example, suppose an internal service fund that is
reported as governmental activities has revenues and expenses of
$10,000 relating to sales to governmental funds. In determining the
amount of revenues and expenses of government activities in the
statement of activities, the aggregate fund revenues and expenses
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would be reduced by $10,000. Further, GASB Q&A item 7.47.6
indicates that eliminating the “effect” of internal service fund activity
requires preparers to “look back” and adjust the internal service
fund’s internal charges to break even. That is, internal service fund
net income from internal activity (the amount by which revenues
exceeds expenses) would cause a pro rata reduction in the charges
made to the participating functions or programs. Conversely, an
internal service fund net loss would require a pro rata increase in the
amounts charged to the participating functions or programs. A nonauthoritative exercise in appendix 7-3 of the GASB Q&A provides an
example of eliminating the effect of internal service funds.
b. Internal events that are in effect allocations of overhead expenses
between and within functions are eliminated so the allocated expenses are only reported by the function to which they were allocated.
However, GASB Q&A item 7.47.13 indicates that, for practical reasons, elimination of internal activity within a single function (activity
that has no effect on the net [expense] revenue of the function) is not
necessary unless the effect on direct expenses or program revenues
is material. That practical explanation does not change the standard
for the elimination of internal activity within a single function, but
rather recognizes the application of materiality considerations. A
government that does not eliminate internal activity with a single
function because it is following the “practical” approach should be
able to demonstrate that the effect does not materially misstate the
components of the net expense or net revenue of the function.
c. Amounts relating to interfund services provided and used between
functions are not eliminated.
9.20 GASB Statement No. 34 paragraph 115c requires governments to
disclose their policy for eliminating internal activity in the government-wide
statement of activities. Item 7.84.2 of the GASB Q&A discusses the possible
content of that required disclosure.

Reporting Intra-Entity Activity and Balances
9.21 As indicated in paragraph 9.05, GASB Statement No. 34 paragraph
61 requires that activity between a primary government and its discretely
presented component units be reported as if it relates to external transactions.
Consequently, loans and repayments between the primary government and its
discretely presented component units should affect only the statement of net
position. Other intra-entity activity should be reported as revenues and expenses. Intra-entity receivables and payables should be reported on a separate
line. See also the guidance in chapters 6 and 8, including the guidance on
nonexchange transactions, and the guidance in chapter 12 on lease agreements
and the payment and receipt of the proceeds of tobacco settlement revenue
bonds and other such intra-entity payments and receipts of future revenues
between primary governments and their component units.
Update 9-2 Accounting and Reporting: Reporting Entity
GASB Statement No. 61, issued in November 2010, is effective for periods
beginning after June 15, 2012. Earlier application is encouraged. In the first
period this statement is applied, changes should be treated as an adjustment
(continued)
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of prior periods, and financial statement presentations for the periods affected
should be restated.
GASB Statement No. 61 amends GASB Statement Nos. 14 and 34 by amending
the criteria for including component units and for blending component units in
the financial statements of the primary government. In addition, GASB Statement No. 61 requires reporting condensed combining information in the notes
to the financial statements for component units that are blended through
consolidation into the single column of primary governments that are businesstype activities reporting in a single column (such as a state university). GASB
Statement No. 61 also clarifies the reporting of equity interests in legally
separate organizations.
For more information about the effects of GASB Statement No. 61 upon its
implementation, a summary of this statement is included in section A.01 in
appendix A.
9.22 GASB Statement No. 48 discusses exchanges by governments of
interests in their expected cash flows from collecting specific receivables or
specific future revenues for immediate cash payments. Paragraph 15 of GASB
Statement No. 48 discusses how such exchanges occurring within a reporting
entity should be accounted for.
9.23 If the purchasing government is a part of the same financial reporting entity as the selling government, then the sale is an intra-entity transaction. For example, a state government might sell receivables to one of its
component units, such as a public authority. In this case, the public authority
purchasing the state’s receivables should recognize assets equal to the state’s
carrying value of the receivables. The difference between the purchase price and
the carrying value would be accounted for as a revenue, expense, or expenditure
by the public authority in its separately issued financial statements. However,
in the financial statements of the state’s reporting entity (of which both the
state and the authority are a part), these amounts would be classified as
transfers or subsidies between the two governmental entities.
9.24 In the case of a sale of future revenues between components of the
same reporting entity, the buyer does not add an asset to its financial statements because no carrying value is reported by the seller. Assets and revenues
would not be reported by the purchasing government until appropriate under
generally accepted accounting principles (GAAP). The purchasing government
would report the amount it paid as a deferred charge that would be spread over
the life of the sale agreement. Each year a portion of the charge would be
recognized as an expense or expenditure. The selling government likewise
defers the revenue and recognizes revenue over the duration of the sales
agreement. Paragraph 16 of GASB Statement No. 48 discusses amortization of
the deferred amounts.
Update 9-3 Accounting and Reporting: Assets and Liabilities
GASB Statement No. 65, Items Previously Reported as Assets and Liabilities,
issued in March 2012, is effective for periods beginning after December 15,
2012. Earlier application is encouraged. Accounting changes should be applied
retroactively by restating financial statements, if practical, for all periods
presented.
GASB Statement No. 65 establishes accounting and financial reporting standards that reclassify certain items that were previously reported as assets and
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liabilities as deferred outflows of resources, deferred inflows of resources,
current period outflows of resources, or current period inflows of resources. This
statement also provides financial reporting guidance related to the impact of
the financial statement elements deferred outflows of resources and deferred
inflows of resources, such as changes in the determination of the major fund
calculations and limiting the use of the term deferred in financial statement
presentations. (Extant use of the term deferred in this guide will remain until
implementation of GASB Statement No. 65.)
When implemented, GASB Statement No. 65 will have pervasive effects on
chapter 2, chapter 6, and chapter 8 of this guide. For more information about
the effects of GASB Statement No. 65 upon its implementation, a summary of
this statement is included in section A.02 in appendix A.
9.25 A primary government may enter into a service concession arrangement with one or more of its discretely presented components. If specific criteria
are met, the provisions of GASB Statement No. 60, Accounting and Financial
Reporting for Service Concession Arrangements, apply subject to the provisions
of paragraph 15 in GASB Statement No. 48. Accounting and financial reporting
for various types of service concession arrangements is discussed in chapter 7,
chapter 8, and chapter 12.
9.26 GASB Statement No. 48 also discusses intra-entity transfers of
assets, including capital assets. It states that when accounting for the transfer
of capital assets within the same financial reporting entity, the transferee
should recognize the assets received at the carrying value of the transferor (that
is, they should not be revalued).6 See chapters 6–7 for further discussion of
GASB Statement No. 48.

Differing Year Ends
9.27 When a component unit’s fiscal year differs from that of its primary
government, internal activity and balances may not be fully eliminated in the
government-wide financial statements, and interfund and intra-entity activity
and balances may not equal. GASB Statement No. 14 paragraph 60, as
amended, requires that if transactions between component units that have
different fiscal years result in inconsistencies in amounts reported as due to or
due from and so forth, the government should disclose the nature and amount
of those transactions in the notes to the financial statements.

Auditing Considerations
9.28 The audit objectives for the interfund, internal, and intra-entity
activity and balances of each opinion unit, categorized by financial statement
assertion, are as follows:

6
GASB Q&A items Z.48.4–Z.48.6 describe situations in which two parts of the same
reporting entity have differing capitalization polices and reiterates that the transfers are to be
made at the transferor’s net book value, regardless of whether the receiving function would
have, or would not have, capitalized the asset under its own capitalization policy at some other
value, or no value, had it purchased it or otherwise acquired it, such as through donation, from
a party outside the reporting entity.
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•

•

•

Assertions about classes of transactions and events for the period
under audit:

—

Occurrence. Reported interfund, internal, and intra-entity activity represent amounts relating to the period and pertain to
the government.

—

Completeness. The financial statements report all interfund,
internal, and intra-entity activity relating to the period.

—

Accuracy. Interfund, internal, and intra-entity activity are recorded at the proper amounts.

—

Cutoff. Transactions and events have been recorded in the
correct accounting period.

—

Classification. Transactions and events have been recorded in
the proper accounts.

Assertions about account balances at the period end:

—

Existence. Reported interfund, internal, and intra-entity balances represent amounts unpaid as of the end of the period.

—

Rights and obligations. The financial statements properly reflect conditions and agreements that affect the entity’s interfund, internal, and intra-entity balances as of the end of the
period.

—

Completeness. The financial statements report all interfund,
internal, and intra-entity balances as of the end of the period.

—

Valuation and allocation. Interfund, internal, and intra-entity
balances are recorded at the proper amounts.

Assertions about presentation and disclosure:

—

Occurrence and rights and obligations. Disclosed events and
transactions relating to interfund, internal, and intra-entity
activity and balances have occurred and pertain to the entity.

—

Completeness. All disclosures pertaining to interfund, internal,
and intra-entity activity and balances that should have been
included in the financial statements have been included.

—

Classification and understandability. Financial information
pertaining to interfund, internal, and intra-entity activity and
balances is appropriately presented and described and disclosures are clearly expressed.

—

Accuracy and valuation. The financial statements properly
classify, describe, and disclose interfund, internal, and intraentity activity and balances, including classification in the
proper fund and activity. Financial statement presentation and
disclosure are made in conformity with GAAP, consistently
applied.

9.29 A government’s interfund, internal, and intra-entity activity and
balances often are subject to various compliance requirements. Although a
government should be concerned with all compliance requirements, generally
accepted auditing standards focus the auditor’s concern on compliance requirements that have a direct and material effect on the determination of financial
statement amounts. See the further discussion of the auditor’s responsibility in
this regard in chapter 4, “General Auditing Considerations.”
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9.30 The auditor should determine that adequate procedures are performed related to each of those opinion units with material interfund, internal,
and intra-entity activity and balances. (See the discussion of opinion units in
chapter 4.) When obtaining an understanding of controls that are relevant to
the audit, the auditor should evaluate the design of the controls and determine
whether they have been implemented by performing procedures in addition to
the inquiry of government personnel, including obtaining an understanding of
the government’s internal control over interfund, internal, and intra-entity
activity and balances. Internal control features related to that activity may
include the following:

•
•

Legislative or budgetary authorization for the activities
A process to ensure that the activities are properly authorized and in
accordance with budgetary authorization before they are initiated,
including periodic supervisory review

•

Policies and procedures to ensure that the activities are properly
recorded and classified in the accounting records, including that they
are properly identified as interfund or intra-entity activities

•

Processes to ensure that internal service fund charges are appropriate and conform with GAAP

•

Policies and procedures to periodically review outstanding interfund
loans for reclassification as interfund transfers

•

Policies and procedures to ensure that the activities are presented
and disclosed in the financial statements in conformity with GAAP,
including processes to make appropriate eliminations and reclassifications for internal activity and balances in the government-wide
financial statements

9.31 Audit procedures relating to interfund, internal, and intra-entity
activity and balances may include the following:

•

Reviewing minutes of the governing body, adopted budget, appropriate debt issuance documents, and other legal and contractual provisions for authorization of the activities and for any restrictions that
could have a direct and material effect on the determination of
financial statement amounts.

•

Examining a sample of activities to ensure they are appropriately
authorized, within budget, properly recorded in the accounting records, and appropriately reported and classified in the financial
statements.

•

Reviewing interfund and intra-entity balances for age, anticipated
liquidation method, and collectibility.

•

Evaluating whether internal service fund charges are appropriate
and conform with GAAP.

•

Reviewing and analyzing the entity’s eliminations and reclassifications of internal activity and balances in the government-wide financial statements, including those for internal service fund and
similar cost allocation activities.

•

Determining whether (a) interfund receivables equal interfund payables and whether transfers in equal transfer out, (b) internal
activity and balances are fully eliminated in the government-wide
financial statements, and (c) amounts of intra-entity activity and
balances are consistent between the primary government and its
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discretely presented component units and between those component
units. (These conditions may be affected by differing fiscal year ends
between the primary government and its component units and between component units.)

•

Determining whether the entity’s note disclosures relating to the
activities and balances are complete and presented in conformity
with GAAP.

9.32 A government’s accounting systems, processes, and records may not
provide sufficient information about interfund activities to enable the government to report interfund activity and balances in the fund financial statements
or to eliminate internal activity and balances in the government-wide financial
statements in conformity with GAAP. Paragraph .05 of AU-C section 450,
Evaluation of Misstatements Identified During the Audit (AICPA, Professional
Standards), states that the auditor should accumulate misstatements identified during the audit, other than those that are clearly trivial. The auditor
should communicate on a timely basis with the appropriate level of management all misstatements accumulated during the audit, and request management to correct those misstatements. If management refuses to correct some or
all of the misstatements communicated by the auditor, the auditor should
obtain an understanding of the reasons management did not make the corrections. The auditor should take this into account when evaluating whether the
financial statements are free of material misstatement. In making this evaluation, the auditor should consider whether the GAAP departure is material to
one or more opinion units.
9.33 An internal service fund is operated on a cost-reimbursement basis.
Cost is most often interpreted as all expenses, including capital costs. For an
internal service fund to operate on a cost-reimbursement basis, its charges to
other funds should result in revenues and expenses that are approximately
equal over time, even though it periodically may report annual increases or
decreases in net position. Because the intent of internal service funds is to
facilitate cost allocation, the accumulation of net position surpluses or deficits
over time generally7 indicates that service is no longer being made on a
cost-reimbursement basis, and the auditor should consider evaluating whether
the activity continues to qualify for reporting in an internal service fund.
Further, grantors often require that grantees allocate internal service fund
costs to grant programs using the same methodology they use to allocate costs
internally. Surpluses in internal service funds could lead a grantor to seek a
recovery. The auditor should consider evaluating the effect that compliance
requirements have on internal service fund charges made to grant programs
and on surpluses in those funds. (Chapter 4 discusses the auditor’s responsibility for financial statement misstatements arising from noncompliance with
laws and regulations.)
9.34 As discussed in paragraph 9.08, interfund loans include only amounts
that are expected to be repaid within a reasonable time. GASB has left the
judgment of what constitutes “the expectation of a reasonable time” to financial
statement preparers and auditors. When a government reports interfund loans,
the auditor should consider evaluating whether the borrowing fund has both
7
GASB Statement No. 10, Accounting and Financial Reporting for Risk Financing and
Related Insurance Issues, paragraph 67 does not require that deficits, if any, in a risk financing
internal service fund that result from certain pricing methods be charged back to the other
funds in any one year, as long as adjustments are made over a reasonable period of time. See
the further discussion in paragraph 9.15 and chapter 8, “Expenses or Expenditures and
Liabilities.”
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the ability and intent to repay within a reasonable time. In evaluating a fund’s
ability to repay the interfund loan within a reasonable time, the auditor may
consider factors such as the fund’s current financial position and estimates of
future resources. In evaluating the intent to repay, the auditor may consider
factors such as the purpose of the loan, the established repayment terms, the
loan’s current status, and management’s representations.
9.35 Some governments characterize payments between funds as services
provided and used when the payments are reasonably equivalent in value to the
services provided. Those payments may be referred to by different terms, but
when they involve enterprise funds, the payments sometimes are referred to as
PILOTs. The government should have documentation supporting its conclusion
that the payment is reasonably equivalent in value to the services provided for
the payment to be characterized as services provided and used. The auditor
should consider evaluating whether the documentation supports the government’s conclusion. A government’s failure to provide support for its conclusion
limits the auditor’s ability to evaluate whether the appropriate accounting has
been applied in the preparation of the basic financial statements. That is a
scope limitation that the auditor should evaluate in developing his or her
opinions on the basic financial statements.
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Chapter 10

Net Position and Financial Statement
Reconciliations
Nature of Transactions
10.01 Generally accepted accounting principles (GAAP) have unique provisions for the display of net position in governmental financial statements. The
principal Governmental Accounting Standards Board (GASB) pronouncements
that address the display of net position are National Council on Governmental
Accounting (NCGA) Statement No. 1, Governmental Accounting and Financial
Reporting Principles; GASB Statement No. 34, Basic Financial Statements—
and Management’s Discussion and Analysis—for State and Local Governments,
as amended; GASB Statement No. 54, Fund Balance Reporting and Governmental Fund Type Definitions, as amended; and GASB Statement No. 63,
Financial Reporting of Deferred Outflows of Resources, Deferred Inflows of
Resources, and Net Position. Depending on the financial statements involved,
net position is displayed based on restrictions on the use of the related
resources or on the extent to which a government is bound to observe constraints imposed upon the use of the resources reported in governmental funds.
10.02 GASB Concepts Statement No. 4, Elements of Financial Statements,
defines net position as the residual of all other elements presented in a
statement of financial position. In this chapter, the terms equity or fund equity
are used when referencing certain GASB pronouncements that specifically use
these terms. For example, GASB Statement No. 34, as amended, requires the
use of different titles to report the equity in different financial statements as
discussed later in this chapter. In all other cases, the term net position is used
to refer to the residual of all other elements presented in a statement of
financial position.
10.03 GASB Concepts Statement No. 4 does not specifically deal with the
display of net position in governmental financial statements. Rather, the
statement identifies the seven elements that are the fundamental components
of government financial statements. Net position is the residual of all other
elements presented in a statement of financial position. According to GASB
Statement No. 63, net position reported in governmental financial statements
is measured by the difference between (a) assets and deferred outflows of
resources and (b) liabilities and deferred inflows of resources. Such differences
are reported as (a) changes in net position reported in the associated activity
statement; (b) prior-period adjustments, including changes in accounting principles that are applied retroactively, changes in the financial reporting entity,
and corrections of an error; and (c) changes in governmental funds inventories
that are accounted for using the purchases method. Otherwise, no amounts are
reported in the financial statements as direct changes to net position. Further,
total net position does not change as a result of changes in the composition of
the components of net position.
10.04 The totals and subtotals of net position and changes in net position
reported in the various financial statements might differ from the amounts
reported in the other financial statements because of the scope of activities
reported and the measurement focus and basis of accounting (MFBA) used.
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Therefore, GASB Statement No. 34 requires certain summary reconciliations
between the amounts reported in the various financial statements.

Financial Reporting Considerations
10.05 This section discusses various standards relating to the presentation of net position and its components in the various financial statements and
the related note disclosures. It also discusses the required financial statement
reconciliations. Additional guidance is provided in chapter 7, “Basic Financial
Statements and Management’s Discussion and Analysis,” of the GASB Comprehensive Implementation Guide (GASB Q&A).
Update 10-1 Accounting and Reporting: Reporting Entity
GASB Statement No. 61, The Financial Reporting Entity: Omnibus—an amendment of GASB Statements No. 14 and No. 34, issued in November 2010, is
effective for periods beginning after June 15, 2012. Earlier application is
encouraged. In the first period this statement is applied, changes should be
treated as an adjustment of prior periods and financial statements presented
for the periods affected should be restated.
GASB Statement No. 61 amends GASB Statement Nos. 14, The Financial
Reporting Entity, and 34, by amending the criteria for including component
units and for blending component units in the financial statements of the
primary government. In addition, GASB Statement No. 61 requires reporting
condensed combining information in the notes to the financial statements for
component units that are blended through consolidation into the single column
of primary governments that are business-type activities reporting in a single
column (such as a state university). GASB Statement No. 61 also clarifies the
reporting of equity interests in legally separate organizations.
For more information about the effects of GASB Statement No. 61 upon its
implementation, a summary of this statement is included in section A.01 in
appendix A, “Guidance Updates.”

Government-Wide Net Position
10.06 Paragraphs 32–37 of GASB Statement No. 34, as amended by
paragraphs 7–11 of GASB Statement No. 63, require the difference between a
government’s assets or deferred outflows of resources and its liabilities or
deferred inflows of resources reported in the government-wide statement of net
position to be labeled net position and to be displayed in three components: net
investment in capital assets, restricted, and unrestricted. The following explains
each component:

•

Net investment in capital assets consists of capital assets, including
restricted capital assets, reduced by accumulated depreciation and by
any outstanding debt incurred to acquire, construct, or improve those
assets. Deferred outflows of resources and deferred inflows of resources that are attributable to the acquisition, construction, or
improvement of those assets or related debt are also included in this
component of net position. If there are significant unspent proceeds
of capital-related debt or deferred inflows of resources at year-end,
this component does not include the portion of the debt or deferred
inflows of resources attributable to the unspent amount. Instead,
that debt or deferred inflow of resources is included in the same net
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position component (restricted or unrestricted) as the unspent proceeds, for example, “restricted for capital projects.”1

•

Restricted net position consists of those net restricted assets and
deferred outflows of resources reduced by liabilities and deferred
inflows of resources related to those assets and deferred outflows of
resources. Generally, a liability relates to restricted assets if the
assets result from a resource flow that also results in the recognition
of a liability or if the liability will be liquidated with restricted assets
reported. Restricted assets are those assets with restrictions on their
use that are externally imposed (by creditors, grantors, contributors,
or the laws or regulations of other governments) or that are imposed
by the government’s own constitutional provisions or enabling legislation. GASB Statement No. 46, Net Assets Restricted by Enabling
Legislation—an amendment of GASB Statement No. 34, as amended,
clarifies that, for this purpose, a legally enforceable enabling legislation restriction is one that a party external to a government can
compel a government to honor. Footnote 25 of GASB Statement No.
34 states that enabling legislation also includes restrictions established by a governmental utility’s own governing board when that
utility’s financial statements are based on paragraphs 476–500 of
GASB Statement No. 62, Codification of Accounting and Financial
Reporting Guidance Contained in Pre-November 30, 1989 FASB and
AICPA Pronouncements, as amended. GASB Statement No. 46 also
specifies the accounting and financial reporting requirements if new
enabling legislation replaces existing enabling legislation or if legal
enforceability is reevaluated. GASB Q&A items 7.24.15–7.24.24 address a variety of enabling legislation restriction evaluation and
disclosure issues.
GASB Q&A item 7.24.13 explains that negative amounts should not
be reported for any category of restricted net position. If liabilities
that relate to specific restricted assets exceed those assets, no restricted net asset balance should be reported—the net negative
amount should reduce unrestricted net position.
Separate line items should distinguish among major categories of
restrictions. When permanent endowments or permanent fund principal amounts are included in this component, restricted net position
is displayed in two subcomponents: expendable and nonexpendable.2
GASB Statement No. 33, Accounting and Financial Reporting for
Nonexchange Transactions, paragraph 22, as amended, requires that
net position that results from endowments and similar transactions
be reported as restricted for as long as the provider’s purpose restrictions or time requirements remain in effect.3

1
The Governmental Accounting Standards Board (GASB) Comprehensive Implementation
Guide (Q&A) item 7.23.10 indicates that bonds related to capital assets of another entity are
not capital-related debt of the issuing government even though the assets acquired may benefit
its residents. Q&A item 7.22.15 indicates that closure and postclosure care liabilities for
municipal solid waste landfills are not capital-related debt. GASB Q&A item 7.23.12 indicates
that a discretely presented component unit (see chapter 3, “The Financial Reporting Entity”)
that borrows money and lends it to its primary government to use for capital infrastructure
projects also does not have capital-related debt.
2
Nonexpendable restricted net position is the principal of a permanent endowment or
permanent fund that is required to be retained in perpetuity.
3
GASB Q&A item 7.24.27 indicates that earnings on a donor-restricted endowment that the
entity (university) voluntarily reinvests into the endowment with the same restrictions as
previous principal amounts also should be classified as (nonexpendable) restricted net position.
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In addition, GASB Q&A item 7.24.26 explains that if a government
provides a match to receive a donation that will be classified into
restricted net position, the match portion similarly is considered to
be part of restricted net position.
GASB Q&A item 7.24.6 clarifies that this display requirement does
not apply to term endowments. The objective of the display requirement is to identify net position that cannot be spent. Term endowments currently may be nonexpendable, but at some point in the
future (when the term expires) they will become expendable. GASB
Q&A item 7.24.14 discusses the valuation of nonexpendable net
position in a situation in which the fair value of a permanent
endowment is less than its original principal amount.

•

Unrestricted net position is the net amount of the assets, deferred
outflows of resources, liabilities, and deferred inflows of resources
that are not included in the determination of net investment in
capital assets or the restricted component of net position.

Designations of net position, which represent management intentions for the
use of resources, should not be reported in the statement of net position.
However, GASB Statement No. 34 does not prohibit governments from disclosing those designations in the notes to financial statements.
10.07 The illustrative financial statements in a nonauthoritative appendix to chapter 7 of the GASB Q&A present the display of the net position section
of the government-wide statement of net position as shown in table 10-1.

Table 10-1
Net Position—Government-Wide Financial Statements
Primary Government
Governmental
Activities

Business
Activities

Total

Component
Units

Net investment in capital
assets

XXX,XXX

XXX,XXX

XXX,XXX

XX,XXX

Restricted—
nonexpendable

XXX,XXX

—

XXX,XXX

—

Restricted for:
Transportation and
public works

XX,XXX

—

XX,XXX

XXX

Debt service

X,XXX

X,XXX

X,XXX

—

Housing and
community
redevelopment

X,XXX

—

X,XXX

—

Other purposes

X,XXX

—

X,XXX

—

Unrestricted (deficit)

(X,XXX)

XX,XXX

X,XXX

X,XXX

$XXX,XXX

$XXX,XXX

$XXX,XXX

$XX,XXX

Total net position

10.08 The amount of net position reported for a primary government in
the government-wide financial statements usually will differ from the aggregate amount of net position or fund balance reported in its fund financial
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statements. One reason for this difference is that the government-wide financial statements use a different MFBA than do the governmental fund financial
statements. Another reason for this difference is that the government-wide
financial statements do not include the amounts reported in the fiduciary fund
financial statements. (See paragraphs 10.19–.21.)

Proprietary Fund Net Position (or Fund Net Position)
10.09 Paragraph 8 of GASB Statement No. 63 requires the residual
amount of all other elements be reported as net position rather than net assets,
proprietary fund balance, or equity. GASB Statement No. 34 paragraph 98
requires the display of net position using the three components discussed in
paragraph 10.06. (See also table 10-1.) Net position resulting from capital
contributions and designations of net position should not be displayed as such
in the proprietary fund statement of net position or balance sheet.

Governmental Fund Balances
10.10 GASB Statement No. 54, as amended, requires fund balance reported in the governmental fund balance sheet to be classified using a hierarchy
based primarily on the extent to which a government is bound to honor
constraints on the specific purposes for which amounts in those funds can be
spent. Governmental fund balance is to be classified as

•
•
•
•
•

nonspendable.
restricted.
committed.
assigned.
unassigned.

10.11 Nonspendable fund balance includes amounts that cannot be spent
because they are not in spendable form or are legally or contractually required
to be maintained intact. The “not in spendable form” criterion includes items
that are not expected to be converted to cash (for example, inventories and
prepaid amounts), long-term loans and notes receivable, as well as property
acquired for resale.4 If the use of the proceeds from the collection of those
receivables or from the sale of those properties is restricted, committed, or
assigned, then they should be included in the appropriate fund balance classification (restricted, committed, or assigned), rather than nonspendable fund
balance. The corpus (or principal) of a permanent fund is an example of an
amount that is legally or contractually required to be maintained intact. For
fund balance reporting purposes, amounts required to be retained in perpetuity
should be classified as nonspendable and as nonexpendable within the restricted net position category in the government-wide statements.
10.12 Restricted fund balance is the amount that is restricted to specific
purposes, pursuant to the definition of restricted in paragraph 34 of GASB
Statement No. 34, as amended. Except as discussed in paragraph 10.11 for
amounts that are “required to be retained in perpetuity,” fund balance should
4
Encumbrances do not represent nonspendable resources. Amounts encumbered for specific purposes for which resources already have been restricted, committed, or assigned should
not result in separate display of the encumbered amounts within those classifications. Encumbered amounts for specific purposes for which amounts have not been previously restricted,
committed, or assigned should not be classified as unassigned but, rather, should be included
within committed or assigned fund balance, as appropriate.
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be reported as restricted when the use of resources is constrained either by (a)
external impositions by creditors, grantors, contributors, or laws or regulations
of other governments or (b) impositions by law through constitutional provisions or enabling legislation.5
10.13 Committed fund balance is the amount that can only be used for
specific purposes pursuant to constraints imposed by the most binding6 formal
action of the government’s highest level of decision-making authority. Such
amounts cannot be used for any other purpose unless the government removes
or changes the specified use by taking the same type of action (for example,
legislation, resolution, ordinance) it employed to previously commit those
amounts. The formal action of the government’s highest level of decisionmaking authority that commits fund balance to a specific purpose should occur
prior to the end of the reporting period, but the amount, if any, which will be
subject to the constraint, may be determined in the subsequent period. Committed fund balance also should incorporate contractual obligations to the
extent that existing resources in the fund have been specifically committed for
use in satisfying those contractual requirements.
10.14 Assigned fund balance is the amount that is constrained by the
government’s intent to be used for specific purposes, but is not restricted or
committed. Intent should be expressed by (a) the governing body itself or (b) a
body (a budget or finance committee, for example) or official to which the
governing body has delegated the authority to assign amounts to be used for
specific purposes. The nature of the action necessary to remove or modify an
assignment is not as prescriptive as it is for committed fund balance classifications. Constraints imposed on the use of assigned amounts are more easily
removed or modified than those imposed on amounts that are classified as
committed. Assigned fund balance includes (a) all remaining amounts (except
for negative balances) reported in governmental funds, other than the general
fund, that are not classified as nonspendable and are neither restricted nor
committed and (b) amounts in the general fund that are intended to be used for
a specific purpose. Fund balances in a special revenue, capital projects, debt
service, or permanent fund that are not restricted or committed are reported as
assigned fund balance in the respective funds. Assigned fund balance in the
general fund represents the intended use of that amount for a specific purpose.
Governments should not report assigned fund balance if such assignment
results in a deficit in unassigned fund balance.
10.15 Unassigned fund balance is the residual classification for the general fund. This classification represents fund balance that has not been assigned to other funds, that is not nonspendable, and that has not been
restricted, committed, or assigned to specific purposes within the general fund.
The general fund should be the only fund that reports a positive unassigned
5
Enabling legislation, as the term is used in GASB Statement No. 54, Fund Balance
Reporting and Governmental Fund Type Definitions, as amended, authorizes the government
to assess, levy, charge, or otherwise mandate payment of resources (from external resource
providers) and includes a legally enforceable requirement that those resources be used only for
the specific purposes stipulated in the legislation. Legal enforceability means that a government can be compelled by an external party—such as citizens, public interest groups, or the
judiciary—to use resources created by enabling legislation only for the purposes specified by
the legislation.
6
GASB Q&A item Z.54.51 provides that only the action that constitutes the most binding
constraint should be considered a commitment for fund balance classification purposes.
However, GASB Q&A Z.54.58 provides that if two actions that follow a different process to be
passed, such as an ordinance and a resolution, but essentially result in a commitment that is
equally binding, either action may be used, and the local government need not designate one
or the other as the action that establishes a fund balance commitment.
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fund balance amount. In other governmental funds, if expenditures incurred for
specific purposes exceeded the amounts restricted, committed, or assigned to
those purposes, it may be necessary to report a negative unassigned fund
balance in those funds.
10.16 A government’s accounting policy regarding which resources (that
is, restricted, committed, assigned, or unassigned) are considered to be spent
first for expenditures for which more than one resource classification is available, determines the fund balance classifications for financial reporting purposes. For example, an expenditure may be incurred for purposes for which
restricted, committed, assigned, and unassigned resources are available. If a
government does not establish a policy for its use of fund balance amounts,
expenditures should be applied against restricted resources first, then committed, assigned, and unassigned, respectively, as applicable.7
10.17 Some governments formally set aside amounts in governmental
funds under formal stabilization-type policies8 that can be expended only when
certain specific nonroutine circumstances exist. For purposes of reporting fund
balance, stabilization amounts should be reported in the general fund as
restricted or committed if they meet the criteria set forth in GASB Statement
No. 54, as amended, based on the source of the constraint on their use.
Stabilization arrangements that do not meet the criteria to be reported within
the restricted or committed fund balance classifications should be reported as
unassigned in the general fund.
10.18 The two components of nonspendable fund balance (not in spendable form and legally or contractually required to be maintained intact) and
specific purposes details for restricted, committed, and assigned fund balance
may be displayed on the face of the balance sheet or each classification may be
presented in the aggregate. If presented in the aggregate, the components of
nonspendable fund balance and specific purposes details for restricted, committed, and assigned fund balance should be disclosed in the notes to the
financial statements. GASB Q&A item Z.54.61 clarifies that the notes to the
financial statements should provide this information for the general fund, each
major governmental fund, and the nonmajor funds in the aggregate. The
appendix to GASB Statement No. 54, as amended, presents nonauthoritative
illustrations of the display of the fund balance section of the governmental fund
balance sheet. The two nonauthoritative illustrative options (that is, both in
detail and in the aggregate) shown in table 10-2 and table 10-3 are adapted
from the appendix to GASB Statement No. 54.

7
If a government does not establish a policy for its use of unrestricted fund balance
amounts, under the provisions of GASB Statement No. 54, as amended, it should consider that
committed amounts would be reduced first, followed by assigned amounts, and then unassigned
amounts when expenditures are incurred for purposes for which amounts in any of those
unrestricted fund balance classifications could be used.
8
Typical purposes for which stabilization funds are set aside include emergency situations;
unanticipated significant revenue shortages or budgetary imbalances; working capital needs;
contingencies; and others. The authority for such funds generally is derived from statute,
ordinance, resolution, charter, or constitution.
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Table 10-2
Fund Balance Section of Governmental Funds
Balance Sheet (in detail)

Major
General Highway
Fund
Fund

Major
School
Aid
Fund

Major
Debt
Service
Fund

Other
Funds

Total

Fund balances:
Nonspendable:
Inventory

XXX

XXX

XX

—

—

XXX

—

—

—

—

XXX

XXX

XXX

—

—

—

—

XXX

XX

—

—

—

XX

XXX

—

—

—

XX

—

XX

XX

—

—

—

—

XX

XX

—

—

—

—

XX

XXX

—

XXX

—

—

XXX

Library
acquisitions

XX

—

—

—

XX

XXX

Highway
resurfacing

XXX

Permanent
fund
principal
Restricted for:
Social
services
Parks and
recreation
Debt
service
reserve
Other
purposes
Committed for:
Zoning
board
Education
Assigned to:

—

XXX

—

—

—

Debt
service

—

—

—

XX

—

XX

Unassigned

XXX

—

—

—

—

XXX

X,XXX

X,XXX

XXX

XXX

X,XXX

XX,XXX

Total fund balances
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Table 10-3
Fund Balance Section of Governmental Funds
Balance Sheet (in the aggregate)

Major
General Highway
Fund
Fund

Major
School
Aid
Fund

Major
Debt
Service
Fund

Other
Funds

Total

Fund balances:
Nonspendable
Restricted
Committed

XXX

XXX

XX

—

—

XXX

—

—

—

—

XXX

XXX

XXX

—

—

—

—

XXX

Assigned

XX

—

—

—

XX

XXX

Unassigned

XX

—

—

—

—

XX

X,XXX XX,XXX

X,XXX

Total fund
balances

X,XXX

X,XXX XX,XXX

Reconciliations—Net Position and Changes in Net Position
Update 10-2 Accounting and Reporting: Reconciliations—Net Position and Changes in Net Position
GASB Statement No. 65, Items Previously Reported as Assets and Liabilities,
issued in March 2012, is effective for periods beginning after December 15,
2012. Earlier application is encouraged. Accounting changes should be applied
retroactively by restating financial statements, if practical, for all periods
presented.
GASB Statement No. 65 establishes accounting and financial reporting standards that reclassify certain items that were previously reported as assets and
liabilities—as deferred outflows of resources, deferred inflows of resources,
current period outflows of resources, or current period inflows of resources. This
statement also provides financial reporting guidance related to the impact of
the financial statement elements deferred outflows of resources and deferred
inflows of resources, such as changes in the determination of the major fund
calculations and limiting the use of the term deferred in financial statement
presentations. (Extant use of the term deferred in this guide will remain until
implementation of GASB Statement No. 65.)
When implemented, GASB Statement No. 65 will have pervasive effects on
chapter 2, “Financial Reporting,” chapter 6, “Revenues and Receivables,” and
chapter 8, “Expenses or Expenditures and Liabilities,” of this guide. For more
information about the effects of GASB Statement No. 65 upon its implementation, a summary of this statement is included in section A.02 in appendix A.
10.19 As discussed in paragraph 10.08, the amount of net position reported for a primary government in the government-wide statement of net
position usually will differ from the aggregate amount of net position or fund
balance reported in its fund financial position statements. Similarly, there will
be differences between the changes in net position or fund balance reported in
the various activity statements. To explain those differences, GASB Statement
No. 34 paragraph 77 requires summary reconciliations to the government-wide
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financial statements to be presented at the bottom of the fund financial
statements or in an accompanying schedule. GASB Q&A item 7.57.2 explains
that when space permits, the reconciliation can be presented on the same page
as, but to the right of, the fund financial statements, rather than at the bottom
of the page. It also explains that if an accompanying schedule is used, it should
be considered a continuation of the fund financial statement and therefore be
presented immediately following the statement it supports. Generally, brief
explanations on the face of the financial statements suffice. However, governments should provide more detail in the notes to the financial statements if
aggregated information in the summary reconciliation on the financial statements obscures the nature of individual elements of a particular reconciling
item.
10.20 For governmental funds, GASB Statement No. 34, as amended,
requires total governmental fund balances to be reconciled to the net position
of governmental activities. It also requires the total changes in the governmental fund balances to be reconciled to the change in net position of governmental activities. Typical differences that require reconciliation include net
position and changes in net position arising from capital assets, revenues that
are deferred because they are not available, and long-term liabilities (including
debt issuances and repayments) as well as the residual assets and liabilities of
internal service funds (which, as discussed in chapter 2, generally are reported
with governmental activities in the government-wide financial statements).
10.21 For enterprise funds, (a) total enterprise fund net position should be
reconciled to the net position of business-type activities and (b) the total change
in enterprise fund net position should be reconciled to the change in net position
of business-type activities provided there are differences that require reconciliation. GASB Statement No. 34 paragraph 104 states that generally there are
no reconciling items between the enterprise funds and business-type activities.
That is, the amounts reported as total enterprise fund net position and changes
in net position usually are the same as net position and changes in net position
of business-type activities. However, there may be differences that require
reconciliation. For example, in the process of eliminating internal service fund
activities for the statement of activities, some of the fund’s net income or loss
may be allocated to business-type activities. Also, the residual assets and
liabilities of internal service funds are reported with business-type activities in
certain situations. Further, GASB Q&A items 7.28.4 and 7.75.1 indicate that
differences may arise from (a) allocating indirect costs from governmental
activities to business-type activities and (b) reporting enterprise funds with
governmental activities or governmental funds with business-type activities.

Fiduciary Fund Net Position
Update 10-3 Accounting and Reporting: Pension Plan Reporting and
Disclosures
GASB Statement No. 67, Financial Reporting for Pension Plans, an amendment
of GASB Statement No. 25, was issued in June 2012 and is effective for periods
beginning after June 15, 2013. Earlier application is encouraged. Accounting
changes should be applied retroactively by restating financial statements, if
practical, for all periods presented. GASB Statement No. 67 includes transition
provisions regarding the presentation of certain information in the schedules
of required supplementary information.
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GASB Statement No. 67 replaces the requirements of GASB Statement No. 25,
Financial Reporting for Defined Benefit Pension Plans and Note Disclosures for
Defined Contribution Plans, and GASB Statement No. 50, Pension Disclosures,
as they relate to pension plans that are administered through trusts or
equivalent arrangements that meet certain criteria. The requirements of GASB
Statement Nos. 25 and 50 remain applicable to pension plans that are not
administered through trusts covered by the scope of this statement and to
defined contribution plans that provide postemployment benefits other than
pensions.
The statement builds upon the existing framework for financial reports of
defined benefit pension plans, which includes a statement of fiduciary net
position (the amount held in a trust for paying retirement benefits) and
specifies the required approach to measuring the pension liability of employers
and nonemployer contributing entities for benefits provided through the pension plan (the net pension liability), about which information is required to be
presented. This statement also details the note disclosure requirements for
defined contribution pension plans administered through trusts that meet the
identified criteria.
Users of this guide are encouraged to consult the full text of GASB Statement
No. 67, available on GASB’s website at www.gasb.org.
10.22 GASB Statement No. 34 paragraph 108 requires the equity reported
in the fiduciary fund statement of fiduciary position to be labeled net position
but does not require net position to be displayed in the components of net
position as discussed in paragraph 10.06. Specific display requirements for
pension and other employee benefit trust funds and investment trust funds in
GASB Statement No. 25, as amended; No. 26, Financial Reporting for Postemployment Healthcare Plans Administered by Defined Benefit Pension Plans; No.
31, Accounting and Financial Reporting for Certain Investments and for External Investment Pools, as amended; and No. 43, Financial Reporting for
Postemployment Benefit Plans Other Than Pension Plans, as amended, require
net position to be labeled to indicate the purpose for which they are held.
Examples of the specific display requirements of these statements include “net
position held in trust for pension benefits” (GASB Statement No. 25, as
amended) and “net position held in trust for other post-employment benefits”
(GASB Statement No. 43, as amended). The illustrative financial statements in
the nonauthoritative appendix 7-1 of the GASB Q&A present the single net
position line item for both a pension trust fund and a private-purpose trust fund
as net position” held in trust for pension benefits and other purposes.”

Disclosures
10.23 Governments should disclose the following related to their fund
balance in their governmental funds:

•

Committed fund balance. The government’s highest level of decisionmaking authority and the formal action required to be taken to
establish (and modify or rescind) a fund balance commitment.

•

Assigned fund balance. The body or official authorized to assign
amounts to a specific purpose (if appropriate) and the policy established by the governing body pursuant to which that authorization is
given.

•

Whether the government considers restricted or unrestricted amounts
to have been spent when an expenditure is incurred for purposes for
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which both restricted and unrestricted fund balance is available and
whether committed, assigned, or unassigned amounts are considered
to have been spent when an expenditure is incurred for purposes for
which amounts in any of those unrestricted fund balance classifications could be used.

•

Encumbrances, if significant, should be disclosed by major funds and
nonmajor funds in the aggregate in conjunction with required disclosures about other significant commitments.

•

Details of fund balance classifications displayed in the aggregate on
the face of the balance sheet including amounts for the two nonspendable components (that is, not in spendable form and legally or
contractually required to be maintained intact) and specific purposes
information (for restricted, committed, and assigned fund balances).

•

Information related to stabilization arrangements (even if an arrangement does not meet the criteria to be classified as restricted or
committed) including the

—

authority for establishing stabilization arrangements (for example, by statute or ordinance).

—
—
—

requirements for additions to the stabilization amount.
conditions under which stabilization amounts may be spent.
stabilization balance, if not apparent on the face of the financial
statements.

•

Description of the minimum fund balance policy (if formally adopted
by the governing body) and the minimum amount under the policy.

•

Purpose for each major special revenue fund and the revenues and
other resources reported in each of those funds.

•
•

Deficit fund balances of nonmajor governmental funds.
Details of the different types of deferred outflows of resources and
deferred inflows of resources reported in a governmental fund balance sheet if significant components of the total deferred amounts are
obscured by aggregation.

10.24 Governments should disclose the following related to their governmentwide and enterprise fund net position if the information is not apparent on the
face of the financial statements:9

•

The amount of the primary government’s net position at the end of
the reporting period that is restricted by enabling legislation (GASB
Statement No. 46 paragraph 6)10

•

The government’s policy regarding whether to first apply restricted
or unrestricted resources when an expense is incurred for purposes
for which both restricted and unrestricted components of net position
are available (GASB Statement No. 34 paragraph 115)

9
Making disclosures for discretely presented component units is a matter of professional
judgment, as discussed in chapter 3.
10
GASB Q&A item 7.24.16 states that a government may choose to disclose net position
restricted by enabling legislation (a) by major categories of restrictions, (b) separately for
governmental and business-type activities, or (c) as a single amount for the primary government.
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•

A deficit net position of nonmajor enterprise funds (NCGA Interpretation No. 6, Notes to the Financial Statements, paragraph 4, as
amended)

•

Detailed explanations of reconciliations between the fund and
government-wide financial statements, if appropriate (See paragraph 10.19)

•

Details of the different types of deferred outflows of resources and
deferred inflows of resources reported in a statement of net position
if significant components of the total deferred amounts are obscured
by aggregation (GASB Statement No. 63 paragraph 12).

•

An explanation of the difference between a deferred outflow of
resources or deferred inflow of resources and the related asset or
liability resulting from a transaction that recognizes a deferred
outflow of resources or deferred inflow of resources, if significant
(GASB Statement No. 63, paragraph 13).

Auditing Considerations
10.25 The audit objectives for the net position of each opinion unit,
categorized by financial statement assertion, are as follows:

•

•

•

Assertions about classes of transactions and events for the period
under audit:

—

Occurrence. Reported changes in net position are based on
actual transactions or other events relating to the period and
pertain to the government.

—

Completeness. The financial statements report all changes in
net position relating to the period.

—

Accuracy. Amounts and other data relating to recorded net
position transactions and events have been recorded appropriately.

—

Cutoff. Net position transactions and events have been recorded in the correct accounting period.

—

Classification. Net position transactions and events have been
recorded in the proper accounts.

Assertions about account balances at the period end:

—

Existence. Reported net position and its components are based
on actual transactions or other events as of the end of the
period.

—

Rights and obligations. The financial statements properly reflect conditions and agreements that affect the entity’s net
position and its components as of the end of the period.

—

Completeness. The financial statements report all net position
as of the end of the period.

—

Valuation and allocation. Net position and its components are
reported at the proper amounts.

Assertions about presentation and disclosure:

—

Occurrence and rights and obligations. Disclosed net position
events and transactions have occurred and pertain to the
government.
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—

Completeness. All net position disclosures that should have
been included in the financial statements have been included.

—

Classification and understandability. Net position financial
information is appropriately presented and described and disclosures are clearly expressed.

—

Accuracy and valuation. The financial statements properly
classify, describe, and disclose net position and its components,
including classification in the proper fund and activity. Financial statement presentation and disclosure are made in conformity with GAAP, consistently applied.

10.26 Items that are presented in the financial statement reconciliations
result from recognition and scope differences between the financial statements.
Consequently, audit objectives for the transactions underlying those differences
(for example, determining whether all expenses or expenditures and liabilities
are identified, recorded, and disclosed in the government-wide financial statements and the fund financial statements) also represent audit objectives for the
components of the reconciliations. However, an additional audit objective concerns presentation and disclosure—whether the reconciliations are presented
and disclosed in conformity with GAAP.11
10.27 A government’s net position accounts often are subject to various
compliance requirements. Although a government should be concerned with all
compliance requirements, generally accepted auditing standards focus the
auditor’s concern on compliance requirements that have a direct and material
effect on the determination of financial statement amounts. See the further
discussion of the auditor’s responsibility in this regard in chapter 4, “General
Auditing Considerations.”
10.28 The auditor should obtain sufficient appropriate audit evidence for
each of those opinion units with material net position accounts. (See the
discussion of opinion units in chapter 4.) The nature, extent, and timing of audit
procedures on the financial statement reconciliations would relate to the
auditor’s assessment of the risks of material misstatement for the governmental and business-type activities opinion units in the government-wide financial
statements. The reconciliations explain the differences between (a) the total
governmental funds and the governmental activities and (b) the total enterprise funds and business-type activities. Therefore, the reconciliations are not
designed to relate to opinion units in the fund financial statements (such as
individual major governmental funds).
10.29 AU-C section 315, Understanding the Entity and Its Environment
and Assessing the Risks of Material Misstatement (AICPA, Professional Standards), addresses the auditor’s responsibility to identify and assess the risks of
material misstatement in the financial statements through understanding the
entity and its environment, including the entity’s internal control. The auditor
may include controls over net position and its components and the financial
statement reconciliations when performing risk assessment procedures. As
such, the auditor should evaluate the design of the controls that are relevant
to the audit and determine whether they were implemented. In addition to
11
Paragraph .21 of AU-C section 330, Performing Audit Procedures in Response to Assessed
Risks and Evaluating the Audit Evidence Obtained (AICPA, Professional Standards), states the
auditor’s substantive procedures should include audit procedures related to the financial
statement closing process, such as agreeing or reconciling the financial statements with the
underlying accounting records and examining material journal entries and other adjustments
made during the course of preparing the financial statements.

AAG-SLV 10.26

Net Position and Financial Statement Reconciliations

303

standard internal control features for net position, internal control features for
net position and for the financial statement reconciliations that are unique or
significant in government may include the following:

•

A process for identifying and documenting net position and fund
balance restrictions and nonspendable, committed, assigned, and
unassigned fund balances

•

Review and approval of documentation for net position and fund
balance restrictions and nonspendable, committed, and assigned
fund balances by appropriate personnel

•

A process for identifying and authorizing the use of restricted,
committed, or assigned resources

•

Periodic review of nonspendable, restricted, committed, assigned, or
unassigned net position accounts

•

A process for identifying, documenting, and reviewing reconciling
items between the fund and the government-wide financial statements and for presenting those reconciliations in conformity with
GAAP

•

A process for identifying, documenting, and reviewing required note
disclosures for net position

10.30 In addition to standard audit procedures for net position, audit
procedures for net position and for the financial statements reconciliations that
are unique or significant in government may include the following:

•

Reviewing policies and procedures related to fund balance classifications, stabilization arrangements, and minimum fund balance and
determining they are properly disclosed in the financial statements

•

Reviewing minutes of meetings of the governing body; constitution,
charter, statutes, and ordinances; debt issuance documents; contribution and grant contracts; and other similar documents to identify
the requirements and authorizations for net position restrictions,
commitments, assignments, or nonspendable amounts

•

Reviewing appropriate documentation to support fund balance commitments and assignments

•

Asking appropriate management personnel about the existence of
net position restrictions, commitments, assignments, and nonspendable amounts

•

Determining whether net position restrictions, commitments, assignments, and nonspendable amounts have been made in compliance
with the applicable legal and contractual provisions and management policies

•

Determining whether formal action (at the government’s highest
level of decision-making authority) to commit fund balance to a
specific purpose occurred prior to the end of the reporting period

•

Ascertaining that any specific amounts determined in the subsequent period, for which formal action to commit fund balance occurred prior to the end of the reporting period, were properly reported
at the end of the reporting period

•

Determining whether net position restrictions, commitments, assignments, and nonspendable amounts have been properly disclosed in
the financial statements, the notes thereto, or both
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•

•

With respect to special revenue funds

—

Determining that special revenue funds are established to
account for and report the proceeds of specific revenue sources
that are restricted or committed to expenditure for specified
purposes (other than debt service or capital projects)

—

Identifying the specific restricted or committed revenue sources
accounted for and reported in special revenue funds

—

Ascertaining that the restricted or committed proceeds of the
specific revenue sources of special revenue funds are expected
to continue to comprise a substantial portion of the inflows
reported in the funds

—

Determining that other resources accounted for and reported in
special revenue funds have been restricted, committed, or assigned to the specified purpose of the fund

—

Determining that the government has discontinued reporting a
special revenue fund if it no longer expects that a substantial
portion of the inflows will derive from restricted or committed
resources and that the remaining resources are reported in the
general fund

With respect to permanent funds

—

Determining that only earnings and not principal were expended and only for the benefit of the government or its
citizenry and for the purposes to which the earnings are restricted

—

Ascertaining that the amount of corpus legally required to be
maintained in perpetuity has been properly maintained

•

Testing expenses or expenditures to determine that they are accounted for and reported in the proper fund

•

Testing expenses or expenditures to determine that restricted, committed, or assigned resources are used (a) for their restricted, committed, or assigned purpose and (b) in accordance with management’s
policy regarding which resources are considered to be spent first for
expenses or expenditures for which more than one resource classification is available

•

Determining whether deficit fund balances or net position of individual nonmajor funds are properly disclosed in the financial statements

•

Determining whether assigned fund balances create or increase a
negative unassigned fund balance at year-end

•

Determining that encumbrances have been properly excluded from
unassigned fund balance

•

Determining whether net position restrictions, commitments, or assignments or nonspendable amounts are removed if they are no
longer required or relevant

•

Analyzing changes to net position accounts for the year to determine
whether they are properly reported in the financial statements or the
notes thereto
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Evaluating whether the reconciling items between the fund and the
government-wide financial statements are properly calculated and
the reconciliations are properly presented

10.31 As discussed in chapter 2, the standards for selecting major funds
could result in different funds being reported as major each year. Further, as
discussed in chapter 4, the auditor should plan, perform, evaluate the results
of, and report on the audit of each opinion unit and each major fund as a
separate opinion unit. If the auditor did not audit a current-year major fund as
major in the previous year, the auditor should consider the need to perform
procedures on the opening net position balance of the fund to evaluate whether
the net position amount is properly stated and supported by underlying assets
and liabilities.
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Chapter 11

The Budget
There are similarities, but important differences, between how the Governmental Accounting Standards Board (GASB) defines supporting information
and how the AICPA auditing standards refer to that same information. The
following is intended to clarify the two standard-setters’ descriptions of the
information and how the information will be referred to in the guide.
According to GASB Concepts Statement No. 3, Communication Methods in
General Purpose External Reports That Contain Basic Financial Statements,
supporting information places basic financial statements and notes to basic
financial statements in an appropriate operational, economic or historical
context. The information is either (1) required by GASB as required supplementary information (RSI) to be presented with the basic financial statements
and the notes thereto; (2) supplementary information which is required by law
or regulation to be presented; or (3) supplementary information presented at
the election of the preparer. Supplementary information as contemplated in
GASB Concepts Statement No. 3 [that is, (2) and (3)] are referred to in this
guide when describing GASB requirements as “GASB defined” SI. GASB
Concepts Statement No. 3 limits its discussion of supporting information to
“GASB defined” SI and RSI.
In contrast, the AICPA auditing standards refer to such supporting information
as either RSI, other information (OI), or SI. AU-C section 730, Required
Supplementary Information (AICPA, Professional Standards), defines RSI consistently with GASB literature. Therefore, references to such information in
this guide are to RSI. AU-C section 720, Other Information in Documents
Containing Audited Financial Statements (AICPA, Professional Standards),
defines OI as financial and nonfinancial information (other than the financial
statements and the auditor’s report thereon) that is included in a document
containing audited financial statements and the auditor’s report thereon,
excluding RSI. AU-C section 725, Supplementary Information in Relation to the
Financial Statements as a Whole (AICPA, Professional Standards), defines SI
as information presented outside the basic financial statements, excluding RSI
that is not considered necessary for the financial statements to be fairly
presented in accordance with the applicable financial reporting framework.
This guide uses SI to describe information for which (1) the required conditions
in AU-C section 725 have been met and (2) the auditor has been engaged to
provide an “in relation to” opinion and OI for situations where the limited
procedures in AU-C section 720 are required.

Introduction
11.01 Budgeting is an essential element of the financial planning, control,
and performance evaluation processes of many governments. In contrast to
commercial organizations’ planning-oriented budgetary practices, governments
usually adopt budgets that have the force of law, are subject to sanctions for
overspending budgetary authorizations, and have extensive controls to ensure
budgetary compliance. The budgeting requirements and practices followed by
governments vary greatly, and the auditor’s understanding of the entity and its
environment, including its internal control, encompasses the laws and regulations governing the budgetary requirements of the government being audited,
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as well as the government’s budget and budgetary process and policies. In
addition to basic information about the budgetary process and policies, this
chapter discusses

•

the financial reporting requirements relating to budgetary comparison information.

•

the auditor’s responsibility for required budgetary comparison information, whether presented as required supplementary information
(RSI) or as part of the basic financial statements.

•

how performing audit procedures on an entity’s budget may assist in
the audit of financial statement accounts or be required to satisfy the
auditor’s responsibility for material misstatements arising from noncompliance with laws and regulations and provisions of contracts and
grants.

11.02 State laws and regulations generally require general-purpose and
some special-purpose governments to adopt budgets and to report on their
actual results against those budgets for at least their general funds. Legal
provisions also may require those entities to adopt and report on budgets for
other funds, such as special revenue and debt service funds. Some governments,
in particular special-purpose governments such as utilities, authorities, and
colleges and universities, do not have legal provisions that require budgets or
budgetary reporting, and they may not have legally adopted budgets, which are
budgets that create legally enforceable limits on spending.
11.03 National Council on Governmental Accounting (NCGA) Statement
No. 1, Governmental Accounting and Financial Reporting Principles, as amended;
NCGA Interpretation No. 10, State and Local Government Budgetary Reporting, as amended; and GASB Statement No. 34, Basic Financial Statements—
and Management’s Discussion and Analysis—for State and Local Governments,
as amended are the primary standards for budgetary accounting and reporting.
In NCGA Statement No. 1, as amended, the summary statement of principle
regarding budgeting, budgetary control, and budgetary reporting states the
following:
a. An annual budget(s) should be adopted by every governmental unit.
b. The accounting system should provide the basis for appropriate
budgetary control.
c. Budgetary comparisons should be presented for the general fund and
for each major special revenue fund that has a legally adopted annual
budget.1 Governments are encouraged to present such budgetary
comparison information in schedules as a part of RSI. However, a
government with significant budgetary perspective differences that
result in the government’s not being able to present budgetary
comparisons for the general fund and each major special revenue
fund is required to present budgetary comparison schedules as RSI
based on the fund, organization, or program structure that the

1
The Governmental Accounting Standards Board (GASB) Comprehensive Implementation
Guide (GASB Q&A) item 7.91.10 clarifies that governments that budget on a biennial basis are
not exempt from the requirement for budgetary comparison reporting. Further, item 7.91.13
explains that if the general fund does not have a legally adopted budget, the government should
not present a budgetary comparison schedule (or statement) for the general fund. Finally, item
7.91.14 clarifies that a “legally adopted budget” requires that the government be unable to
expend resources without it.
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government uses for its legally adopted budget. The budgetary comparison schedules should present both (1) the original and (2) the
final appropriated budgets for the reporting period as well as (3)
actual inflows, outflows, and balances, stated on the government’s
budgetary basis.
Although the principle encourages the presentation of certain budgetary comparison information as RSI, footnote 53 of GASB Statement No. 34 paragraph
130, as amended, permits governments, except those subject to GASB Statement No. 41, Budgetary Comparison Schedules—Perspective Differences—an
amendment of GASB Statement No. 34, as discussed in paragraph 11.12, to elect
to report that information in a budgetary comparison statement as part of the
basic financial statements.

Budgetary Processes
Types of Budgets2
11.04 As indicated previously, generally accepted accounting principles
(GAAP) require the presentation of information about a government’s legally
adopted annual budgets for certain funds. Those presentations involve appropriated budgets, which is the expenditure authority created by the appropriation bills or ordinances that are signed into law and the related estimated
revenues. An appropriated budget differs from a nonappropriated budget,
which is “a financial plan for an organization, program, activity, or function
approved in a manner authorized by constitution, charter, statute, or ordinance
but not subject to appropriation and therefore outside the boundaries of the
definition of ‘appropriated budget’” (NCGA Interpretation No. 10 paragraph 11,
as amended).
11.05 Governments may establish two types of budgets: monetary and
performance. Monetary and performance budgets are not mutually exclusive.
When one thinks of the term budget, one usually envisions a document and
process that control governmental fund revenues and expenditures for a
one-year period (or two separate annual periods, for those governments that
budget on a biennial basis). That is a monetary budget. Many governments
update their fixed, annual, monetary budgets periodically during the year as
revenue estimates and expenditure needs change. The use of budgetary resources may be controlled at the program, department, fund, character, or object
level, as discussed later in this chapter. Governments may develop monetary
budgets for other purposes and periods, as follows:

•

Capital budgets. These budgets usually are developed from a government’s capital improvement program and adjusted for capital
items that are not considered capital improvements (that is, vehicles,
equipment, and so on). A capital improvement plan or a long-range
capital plan presents estimates of expenditures for capital outlays
and the proposed means of financing them. Capital budgets typically
emphasize major capital outlay plans and usually are updated periodically as priorities change or unanticipated projects arise. Capital
budgets help governments anticipate future changes in allowable
debt levels and annual debt service requirements. Even if a government legally adopts a capital budget, GASB standards do not require

2
Although this chapter discusses various types of budgets, the GASB requirements for
presenting budgetary comparison information apply only to legally adopted budgets for the
general fund and major special revenue funds.
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the government to report budgetary comparison information about
that budget because it is not an annual budget. However, the government may present budgetary comparison information for that
budget as supplementary information other than RSI, referred to in
this guide as “GASB defined” SI.3

•

Proprietary fund flexible budgets. The nature of most operations
financed and accounted for through proprietary funds is such that
the demand for the goods and services largely determines the appropriate level of revenues and expenses. Increased demand for the
goods or services causes a higher level of expense to be incurred, but
also results in a higher level of revenues. Thus, flexible budgets—
prepared for several levels of possible activity—typically are used to
plan, control, and evaluate proprietary fund spending. When formally
adopted, the expense estimates of flexible budgets typically are not
viewed as appropriations but as approved plans. A government
evaluates and controls a flexible budget by comparing actual interim
or annual revenues and expenses with planned revenues and expenses at the actual level of activity for the period. In some instances,
however, legal provisions may require a fixed or flexible budget to be
legally adopted for proprietary funds. Even if a government legally
adopts a budget for proprietary funds, GASB standards do not
require the government to report budgetary comparison information
about that budget because presentation is only required for the
general and major special revenue funds. However, the government
may present budgetary comparison information for that budget as
“GASB defined” SI.

•

Cash budgets. A government will often prepare a cash budget when
its revenues or expenses and expenditures, or both, are seasonal or
otherwise cyclical in nature. A properly prepared cash budget will
highlight periods where cash inflows exceed cash outflows and when
projected cash outflows exceed cash inflows. This information is
typically used in making short, intermediate, and long-term investing or borrowing decisions. When a government formally adopts a
cash budget for its general and major special revenue funds, GASB
standards do not require the government to report budgetary comparison information about that budget because presentation is only
required for the appropriated budgets4 for the general and major
special revenue funds. However, the government may present budgetary comparison information for cash budgets as “GASB defined”
SI.

11.06 Governments also may develop performance budgets in addition to
or as part of monetary budgets. Performance budgets emphasize outputs, units
of work performed, or services rendered within each budgeted program, such as
tons of waste collected in the rubbish disposal program, rather than simply
providing for the amounts to be spent. Performance budgets relate the input of

3
This guide uses the term “GASB defined” SI to refer to supplementary information other
than required supplementary information, which some governments present with their basic
financial statements. See chapter 2, “Financial Reporting,” for more information.
4
National Council on Governmental Accounting Interpretation No. 10, State and Local
Government Budgetary Reporting, paragraph 11, as amended by GASB Statement No. 34, Basic
Financial Statements—and Management’s Discussion and Analysis—for State and Local
Governments, defines this in relation to expenditure authority created by the appropriation
bills, ordinances, and the like that are signed into law along with estimated revenues.
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resources to the output of services. Usually, performance budgets do not
constitute legally adopted budgets.

Legal Level of Budgetary Control
11.07 Because of financial reporting and auditing considerations discussed later in this chapter, the auditor should understand the legal level at
which budgetary control is exercised. The legal level of budgetary control is the
level of detail at which the government’s governing body appropriates resources. Below the legal level of budgetary control, the government’s management can reassign resources without governing board approval. Common legal
levels of budgetary control are as follows:

•

Program level. A program-level budget allocates resources for particular activities or operations, regardless of the funds from which the
resources are provided, the departments that spend the resources, or
the types of items for which the resources are spent. For example, the
governing board may establish a public safety program budget and
control the use of resources at that level, even though several funds
provide the resources and three departments—police, fire, and emergency medical services—charge various types of items to that program.

•

Department level. A department-level budget allocates resources to a
particular department or other organizational unit, regardless of the
funds from which the resources are provided, the programs that
department conducts, or the types of items for which the resources
are spent. For example, a government may establish a budget for the
public works department and control the use of resources at that
level, even though that department spends resources from several
funds for various types of items and conducts both road maintenance
and garbage collection programs.

•

Fund level. A fund-level budget allocates resources from an individual fund, regardless of the departments that spend the resources,
the programs those departments conduct, or the types of items for
which the resources are spent. For example, a government may
establish a budget for its highway special revenue fund and control
the use of resources at that level, even though that fund finances
various types of items for both the highway and police departments
and those departments’ highway construction, maintenance, and
safety programs.

•

Character level. In addition to program-, department-, or fund-level
budgets, the legal level of control may be further set by character, that
is, on the basis of the fiscal period the use of resources are presumed
to benefit. The major character classifications are current, which
benefits the current fiscal period; capital outlays, which is presumed
to benefit both the present and future fiscal periods; and debt service,
which is presumed to benefit prior fiscal periods as well as current
and future periods. Intergovernmental, a fourth character classification, is used when one government transfers resources to another,
such as when states transfer shared revenues to local governments
or act as intermediaries in federally financed programs.

•

Object level. Beyond character level, the legal level of control may be
further set by object classes, that is, according to the types of
items purchased or services obtained. Examples of current operating
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objects are personal services, supplies, and utilities. Capital outlays,
debt service, and intergovernmental also are major object classifications.
11.08 In many governments, compliance with the legally adopted budget
usually is required at the program, department, or fund level (or a combination
of those levels), although some governments may use lower levels. Governments
that establish the legal level of budgetary control at the program, department,
or fund level also may monitor the use of budgetary resources at the character
or object level, but this would be done to manage the use of budgetary resources
rather than as a legal requirement. For example, a government may set the
legal level of control at the departmental level but track each department’s
costs by object to provide useful information about how a given department
spends its resources compared to the purposes for which it requested funding.
However, as long as that department’s total use of resources is not greater than
the total budgeted level, noncompliance with budgetary requirements relating
to the legal level of control would not exist. On the other hand, if the government is legally required to budget the use of resources at the object level, the
fact that a given department’s salaries exceed the amount budgeted for that
object represents noncompliance with budgetary requirements relating to the
legal level of control even though the department’s total spending is less than
the total amount budgeted.

Encumbrances
11.09 A component of budgetary control in governments is encumbrances,
especially in general, special revenue, and capital projects funds. Encumbrances represent formal commitments (usually contracts or purchase orders)
to acquire goods or services not yet received.5 Encumbrances may be recorded
in governmental fund accounts to lessen the risk that expenditures exceed
appropriations. Encumbrances outstanding at year-end do not represent GAAP
expenditures. Encumbered amounts for specific purposes for which amounts
have not been previously restricted, committed, or assigned should not be
classified as unassigned. Such encumbrances should be included within committed or assigned fund balance, as appropriate, based on the definitions of fund
balance delineated in GASB Statement No. 54, Fund Balance Reporting and
Governmental Fund Type Definitions. However, disclosure of encumbrances, if
significant, may be required as discussed in chapter 10, “Net Position and
Financial Statement Reconciliations.”
11.10 Some legal requirements may require encumbrances outstanding as
of year-end to be considered expenditures and charged against current-year
appropriations for budgetary reporting purposes. In those cases, encumbrances
will be included with the expenditures reported in the budgetary comparison
schedule or statement. In that situation, the difference between outstanding
encumbrances as of the beginning and end of the year should be a reconciling
item between expenditures reported in the statement of revenues, expenditures, and changes in fund balances and those reported in the budgetary
comparison schedule or statement, as discussed in paragraph 11.14. On the
other hand, a legal requirement or formally adopted policy may require appropriations to automatically roll forward to cover prior-year outstanding
encumbrances. In that case, the subsequent year’s original budget presentation
should include those appropriation amounts carried forward.
5
Some governments also record preencumbrances when they intend to enter into contracts
or issue purchase orders. Preencumbrances are control mechanisms and do not represent
formal commitments.
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Budgetary Basis
11.11 NCGA Interpretation No. 10 paragraph 6 states that the scope and
method of budgetary practices are outside the scope of financial reporting
standards. Ideally, a monetary budget is prepared and executed using the same
basis of accounting that is used in GAAP reporting for the same operations.
However, in some cases, legal provisions will mandate a different budgetary
basis. In those situations, NCGA Statement No. 1 paragraph 88 observes that
governments typically (a) maintain the accounts and prepare budgetary reports
on the legally prescribed budgetary basis to determine and to demonstrate legal
compliance and (b) maintain sufficient supplemental records to permit presentation of financial statements in conformity with GAAP.

Financial Reporting Considerations
Budgetary Comparison Schedules or Statements
11.12 As mentioned in the introduction to this chapter, GASB Statement
No. 34, as amended, requires budgetary comparisons to be presented for the
general fund and for each major special revenue fund that has a legally adopted
annual budget.6 Some funds that are maintained as special revenue funds for
accounting purposes do not meet the criteria for separate reporting in external
financial statements and therefore should be presented as part of the general
fund or a qualifying special revenue fund. Budgetary information relative to
those funds should not be included in the general fund or qualifying special
revenue fund budgetary comparison. The additional revenues and expenditures
pertaining to the other funds result from perspective differences and should be
explained in the reconciliation of budgetary information to GAAP information.
(See the related discussion in item Z-54.41 in the GASB Comprehensive
Implementation Guide [GASB Q&A]). Governments are encouraged to present
such budgetary comparison information in schedules as a part of RSI. However,
as provided in GASB Statement No. 41, a government with significant budgetary perspective differences that result in the government’s not being able to
present budgetary comparisons for the general fund and each major special
revenue fund should present budgetary comparison schedules as RSI based on
the fund, organization, or program structure that they use for their legally
adopted budget. Those governments generally should present budgetary comparisons for the activities that are reported in the general fund and each major
special revenue fund. The budgetary comparison schedules should present both
the original and final appropriated budgets7 for the reporting period as well as
actual budgetary inflows, outflows, and balances stated on the government’s
budgetary basis. NCGA Interpretation No. 10 paragraph 14, as amended,
requires individual fund budgetary comparisons to be presented at the legal
level of budgetary control. If, for the funds or activities for which budgetary
comparisons are required, the government presents budgetary comparisons at
the legal level of control as “GASB defined” SI (for example, in a Comprehensive
Annual Financial Report) or in a separate budgetary report that is referred to
from the notes to RSI, the presentation of required budgetary comparison
information in RSI may be made at a level that aggregates budgetary accounts
through revenue source and expenditure function or program. GASB Statement
No. 34, as amended, encourages governments to present a separate column in
6

See footnote 1.
GASB Statement No. 34 paragraph 130, as amended, defines in detail the original and
final appropriated budgets. Additional guidance is provided in chapter 7 of the GASB Q&A.
7
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the schedules to report the variance between the final budget and the actual
amounts. GASB Statement No. 34, as amended, also permits governments to
present a separate column to report the variance between the original and final
budget amounts. Governments may present the budgetary comparison schedules using the same format, terminology, and classifications as they use in their
budget documents, or using the format, terminology, and classifications consistent with the statement of revenues, expenditures, and changes in fund
balances. Budgetary comparison information for other funds, such as for
nonmajor special revenue funds or for capital projects or debt service funds,
may be presented as “GASB defined” SI, but not as RSI. (See the related
discussions in items 7.91.5 and 7.91.6 of the GASB Q&A. Item 7.91.5 indicates
that the consequence of presenting additional special revenue funds in the
budgetary comparison schedule is that those funds are subject to all major fund
reporting requirements and are, therefore, not considered nonmajor.)
11.13 GASB Statement No. 34 footnote 53, as amended, allows governments, except those subject to GASB Statement No. 41 as discussed in paragraph 11.12, to elect to report the required budgetary comparison information
in a budgetary comparison statement as part of the basic financial statements,
rather than as RSI.8 If presented as a part of the basic financial statements, the
required budgetary comparison information is subject to the same minimum
information requirements and allowable formats as discussed in paragraph
11.12. Governments should not present budgetary comparison information in
the basic financial statements for funds other than those for which GASB
Statement No. 34, as amended, requires budgetary comparison information to
be presented as RSI. Footnote 53 of GASB Statement No. 34, as amended, does
not permit governments to present budgetary comparison information in the
basic financial statements beyond that allowed if budgetary comparisons had
been presented as part of RSI.

Disclosures
11.14 Notes to RSI should disclose excesses of expenditures over appropriations in individual funds presented in the budgetary comparison schedules.
As with budgetary comparison information, this disclosure is based on the legal
level at which budgetary control is exercised. Further, the budgetary comparison schedules should be accompanied by information (either in a separate
schedule or in notes to RSI) that reconciles budgetary information to GAAP
information. If the required budgetary comparison information is instead
included in the basic financial statements, those disclosures should be included
in the notes to the financial statements.
11.15 Regardless of whether the required budgetary comparison information is presented as RSI or as part of the basic financial statements, if the excess
of expenditures over appropriations in any fund (including those funds that are
not required to be presented in the budgetary comparison information) or any
other noncompliance with budgetary legal provisions is considered a material
violation of finance-related legal provisions, that violation should be disclosed
in the notes to the financial statements as required by NCGA Statement No.
1 paragraph 11. (See this guidance discussed in item 7.93.1 of the GASB Q&A.)
In addition, the government should disclose actions taken to address such
violations, as required by GASB Statement No. 38, Certain Financial Statement
Note Disclosures, paragraph 9.
8
GASB Statement No. 34, as amended, encourages presentation of the budgetary comparison information as required supplementary information.
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11.16 In certain circumstances, a budget is not adopted for the general or
a major special revenue fund because it is not legally required and, therefore,
presentation of budgetary comparison information is not required. That situation should be disclosed in the notes to RSI to explain why what might appear
to be required information is not part of the presentation. If the government
chooses to present its required budgetary comparison information in the basic
financial statements, that disclosure should be made in the notes to the
financial statements.

Auditing Considerations
11.17 The extent of the auditor’s responsibility over required budgetary
comparison information depends in part on whether that information is presented as RSI or as part of the basic financial statements, as discussed in
paragraphs 11.19–.21. Regardless of the method of presentation and the related
audit responsibility, however, the auditor may perform audit procedures relating to a government’s development and control of its budget to assist in the
audit of certain financial statement accounts. (See paragraphs 11.22–.24.) Such
audit procedures also may satisfy the auditor’s responsibility for material
misstatements arising from noncompliance with laws and regulations. (See
paragraphs 11.25–.26.)

Internal Control Considerations
11.18 A legally adopted budget—which may take many forms, ranging
from a single document that identifies all revenue sources and expenses or
expenditures to numerous revenue and appropriation bills or ordinances—
usually is the legal authority for the levy of taxes and the spending of moneys.
Because of the legal importance of budgetary compliance and the consequences
of budgetary noncompliance as described in paragraphs 11.01–.02, governments frequently have extensive internal control over their budgets. A government’s internal control features relating to its budget may include the following:

•

Segregation of duties between budget preparation, adoption, execution, and reporting

•

Controls over access to software applications that allow for modification of budgeted amounts

•

The adoption and communication of procedures to establish authority and responsibility for budget development, approval, and amendments

•

Integration of the budgeting system with the planning process and
compatibility between the type of budgeting performed and the
accounting system

•

Preparation of the budget in sufficient detail to provide a meaningful
tool with which to monitor subsequent performance

•

A process to ensure that the original budget and any subsequent
budgetary amendments receive governing body approval and are
subjected to public notification and hearings, if required

9
GASB Q&A item 7.91.13 explains that if the general fund does not have a legally adopted
budget, the government should not present a budgetary comparison schedule (or statement) for
the general fund.
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•

Formal integration of the budget into the accounting, budgeting, or
procurement systems

•

Periodic (monthly) comparison of actual revenues and expenditures
to the budget, with explanation of and follow-up on significant
variances

•

Periodic reconciliation of recorded outstanding encumbrances to actual encumbrances outstanding

•

Other processes and procedures to ensure adherence to relevant
compliance requirements

Presentation of Budgetary Comparison Information
11.19 The auditor’s responsibility for budgetary comparison information
required by GASB to be presented as RSI is provided in AU-C section 730. As
further discussed in chapter 4, “General Auditing Considerations,” those responsibilities include applying certain limited procedures to the information,
consisting principally of inquiries of management regarding the methods of
measurement and presentation of the information and obtaining certain management representations. The auditor likely would perform those limited
procedures while performing audit procedures because of his or her other
auditing considerations as discussed in paragraphs 11.24–.26. That is, those
audit procedures may likely encompass the limited procedures required for RSI
under AU-C section 730. Chapter 14, “Audit Reporting,” discusses the auditor’s
reporting responsibilities for RSI. Alternatively, the government may present
the information as RSI and engage the auditor, under AU-C section 805, Special
Consideration—Audits of Single Financial Statements and Specific Elements,
Accounts, or Items of a Financial Statement (AICPA, Professional Standards),
to render an opinion that the RSI is fairly presented, in all material respects,
in conformity with GAAP.
11.20 As discussed in paragraph 11.13 and chapter 4, a government
(except those subject to GASB Statement No. 41 as discussed in paragraph
11.12) may elect to present budgetary comparison information in the basic
financial statements (thus subjecting it to audit coverage) for those funds for
which the information is required to be presented as RSI—the general fund and
each major special revenue fund that has a legally adopted budget. If the
government makes this election, under AU-C section 700, Forming an Opinion
and Reporting on Financial Statements (AICPA, Professional Standards), the
auditor should perform audit procedures considered sufficient to express an
opinion on whether the budgetary comparison information financial statement
is fairly stated, in all material respects, in conformity with GAAP.10 Additional
procedures that the auditor might perform include detailed testing to determine whether the budgetary comparison statement or schedule and the notes
thereto include the information required by GAAP for such presentations. (This
additional procedure is in contrast with asking management whether the
information is measured and presented within prescribed guidelines—one of
the limited procedures for information presented as RSI under AU-C section
730.) The auditor might otherwise perform this type of audit procedure because
of other auditing considerations as discussed in paragraphs 11.22–.24. Chapter

10
The budgetary comparison information presented as part of the basic financial statements constitutes a third financial statement relating to each of the major fund opinion units
for which it is presented. See the discussion of opinion units in chapter 4, “General Auditing
Considerations.”
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14 further discusses auditor reporting on budgetary information presented as
a basic financial statement.
11.21 Budgetary comparison information, which is not required by GASB
to be presented as RSI and which the auditor has not been engaged to issue an
“in relation to” opinion, is considered OI as defined in AU-C section 720.
Alternatively, a government could present such information as SI and engage
the auditor to express an “in relation to” opinion under AU-C section 725.
(Chapters 4 and 14 discuss the auditor’s responsibilities for OI and SI.)

Audit Support for Financial Statement Assertions
11.22 An auditor may wish to perform audit procedures relating to an
entity’s budget to provide audit support for financial position and activity
statement assertions. An auditor could consider, for example, controls to ensure
that expenses or expenditures have been properly approved, monitored, and
classified within the accounts to assist in the audit of those accounts. Unlike
private sector budgets, governmental budgets typically have the force of law, are
integrated into the government’s accounting structure, and are an integral part
of the government’s internal controls. The auditor should obtain an understanding of the controls that are relevant to the audit and evaluate their design
and determine whether they have been implemented by performing procedures
in addition to inquiry of the entity’s personnel. If the auditor determines that
those budgetary controls are in place and functioning properly, the auditor may
be able to assess control risk for expenses or expenditures at low to moderate
and use those controls as a basis for designing the nature, timing, and extent
of substantive procedures. Some aspects of a governmental budgeting process
could involve using nonfinancial information. If the required budgetary comparison information is presented as basic financial statements, the auditor
should perform audit procedures relating to budgetary comparison statement
assertions as discussed in paragraph 11.20. In those situations, the auditor’s
knowledge of the budgetary process and related controls should be sufficient to
understand how

•
•
•
•

the budget is developed and adopted.
the budget is amended.
the original budget and amendments are incorporated into the accounting system and the budgetary comparison statements.
budgetary compliance is monitored and enforced.

11.23 Under AU-C section 315, Understanding the Entity and Its Environment and Assessing the Risks of Material Misstatement (AICPA, Professional
Standards), the auditor should perform analytical procedures as a risk assessment procedure. In addition, AU-C section 520, Analytical Procedures (AICPA,
Professional Standards), addresses the auditor’s use of analytical procedures as
substantive procedures and the auditor’s responsibility to perform analytical
procedures near the end of the audit to assist when forming an overall
conclusion on the financial statements. Analytical procedures that compare
actual results to either the original or the final budget, or both, may be useful
during the risk assessment phase of the audit.
11.24 In performing audit procedures relating to an entity’s budget, the
auditor should consider whether the government uses its budget to control
spending or, instead, uses its spending to establish the budget. Some governments adopt a preliminary budget and amend it frequently, essentially allowing

AAG-SLV 11.24

318

State and Local Governments

the budget to follow the results of operations. In that situation, audit procedures relating to the budget may not be very useful audit support for financial
position and activity statement assertions.

Budgetary Compliance Considerations
11.25 As discussed in chapter 4, generally accepted auditing standards
require the auditor to plan and perform the audit to obtain reasonable assurance about whether the financial statements are free of material misstatements whether caused by fraud or error. According to paragraph .13 of AU-C
section 250, Consideration of Laws and Regulations in an Audit of Financial
Statements (AICPA, Professional Standards), the auditor should obtain sufficient appropriate audit evidence regarding material amounts and disclosures
in the financial statements that are determined by the provisions of those laws
and regulations generally recognized to have a direct effect on their determination. Further, the auditor should perform the following audit procedures that
may identify instances of noncompliance with other laws and regulations that
may have a material effect on the financial statements:
a. Inquiring of management and, when appropriate, those charged with
governance about whether the entity is in compliance with such laws
and regulations
b. Inspecting correspondence, if any, with the relevant licensing or
regulatory authorities
In addition, the auditor should could consider material misstatements arising
from budgetary noncompliance, regardless of whether the budgetary information is presented as part of the basic financial statements or as RSI, or is not
required by GASB standards to be reported:

•

Budgetary noncompliance could have a direct and material effect on
the determination of financial statement amounts if budgetary comparison information is presented as part of the basic financial statements. For example, if the government’s management amended the
general fund budget without obtaining required governing board
approval, the budgetary comparison statement’s presentation of amended
budget amounts would be misstated. The auditor should evaluate the
effect of the noncompliance on the opinion on the general fund
opinion unit. (See the discussions of opinion units in chapter 4.)

•

Budgetary noncompliance could have a direct and material effect on
the determination of financial statement amounts even if budgetary
comparison information is not presented as part of the basic financial
statements or is not required by GASB standards to be reported. For
example, consider an entity’s budget law that requires that it transfer
any balance in excess of legally required reserves from a debt service
fund to the general fund. If that transfer is not made, the auditor
should evaluate the effect of the omitted transfer on the opinions on
the affected opinion units. Further, the auditor may detect budgetary
noncompliance that has a material indirect effect on the entity’s
financial statements. For example, if through inquiry and management representations, the auditor becomes aware that an entity does
not adopt a legally required budget for a nonmajor special revenue
fund and does not disclose the noncompliance in the notes to the
financial statements, the auditor should evaluate the effect of the
omitted disclosure on the opinion on the aggregate remaining fund
information opinion unit.
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11.26 The auditor should consider performing procedures to obtain an
understanding of the laws governing the budgetary process and to determine
whether budgets have been prepared and adopted in compliance with those
requirements. Those audit procedures may include

•

discussing with management or legal counsel the applicable legal
provisions governing the budget and the budget’s applicability to the
various funds of the government.

•

determining whether the budgetary process was performed in accordance with legal provisions, including those that require public
notifications and hearings.

•

reviewing the original budget and budgetary amendments for proper
approvals.

•

determining the level of budgetary control—that is, program, department, fund, character, or object, and the adequacy of the accounting
system to operate at that level of control.

•
•

determining the basis of accounting on which the budget is prepared.

•

determining the budgetary basis of control (that is, expenditures
only; expenditures and encumbrances; expenditures, encumbrances,
and so on).
evaluating whether expenditures in excess of appropriations in individual funds (a) constitute a material violation of legal provisions
and (b) are appropriately disclosed.
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Chapter 12

Special Purpose and State Governments
There are similarities, but important differences, between how the Governmental Accounting Standards Board (GASB) defines supporting information
and how the AICPA auditing standards refer to that same information. The
following is intended to clarify the two standard-setters’ descriptions of the
information and how the information will be referred to in this guide.
According to GASB Concepts Statement No. 3, Communication Methods in
General Purpose External Reports That Contain Basic Financial Statements,
supporting information places basic financial statements and notes to basic
financial statements in an appropriate operational, economic or historical
context. The information is either (1) required by GASB as required supplementary information (RSI) to be presented with the basic financial statements
and the notes thereto; (2) supplementary information which is required by law
or regulation to be presented; or (3) supplementary information presented at
the election of the preparer. Supplementary information as contemplated in
GASB Concepts Statement No. 3 (that is, (2) and (3)) are referred to in this
guide when describing GASB requirements as “GASB defined” SI. GASB
Concepts Statement No. 3 limits its discussion of supporting information to
“GASB defined” SI and RSI.
In contrast, the AICPA auditing standards refer to such supporting information
as either RSI, other information (OI), or SI. AU-C section 730, Required
Supplementary Information (AICPA, Professional Standards), defines RSI consistently with GASB literature. Therefore, references to such information in
this guide are to RSI. AU-C section 720, Other Information in Documents
Containing Audited Financial Statements (AICPA, Professional Standards),
defines OI as financial and nonfinancial information (other than the financial
statements and the auditor’s report thereon) that is included in a document
containing audited financial statements and the auditor’s report thereon,
excluding RSI. AU-C section 725, Supplementary Information in Relation to the
Financial Statements as a Whole (AICPA, Professional Standards), defines SI
as information presented outside the basic financial statements, excluding RSI
that is not considered necessary for the financial statements to be fairly
presented in accordance with the applicable financial reporting framework.
This guide uses SI to describe information for which (1) the required conditions
in AU-C section 725 have been met and (2) the auditor has been engaged to
provide an “in relation to” opinion and OI for situations where the limited
procedures in AU-C section 720 are required.
Update 12-1 Accounting and Reporting: Reporting Entity
GASB Statement No. 61, The Financial Reporting Entity: Omnibus—an amendment of GASB Statements No. 14 and No. 34, issued in November 2010, is
effective for periods beginning after June 15, 2012. Earlier application is
encouraged. In the first period this statement is applied, changes should be
treated as an adjustment of prior periods and financial statements presented
for the periods affected should be restated.
(continued)
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GASB Statement No. 61 amends GASB Statement Nos. 14, The Financial
Reporting Entity, and 34, Basic Financial Statements—and Management’s
Discussion and Analysis—for State and Local Governments, by amending the
criteria for including component units and for blending component units in the
financial statements of the primary government. In addition, GASB Statement
No. 61 requires reporting condensed combining information in the notes to the
financial statements for component units that are blended through consolidation into the single column of primary governments that are business-type
activities reporting in a single column (such as a state university). GASB
Statement No. 61 also clarifies the reporting of equity interests in legally
separate organizations.
For more information about the effects of GASB Statement No. 61 upon its
implementation, a summary of this statement is included in section A.01 in
appendix A, “Guidance Updates.”

Introduction
12.01 This chapter builds on the accounting, financial reporting, and
auditing guidance elsewhere in this guide by providing specific guidance
relating to certain types of governments, primarily special-purpose and state
governments. All GASB pronouncements are potentially applicable to the
financial statements of all governmental entities, including special-purpose
governments, recognized Indian tribes that apply governmental accounting and
financial reporting guidance, and states. Auditors should consider the “scope
and applicability” section of each GASB pronouncement for specific applicability as well as the accounting, financial reporting, and auditing guidance in
the other chapters of this guide.
12.02 Special-purpose governments are legally separate entities that perform only one activity or only a few activities, such as cemetery districts, school
districts, colleges and universities, utilities, hospitals and other health care
organizations, and public employee retirement systems (PERSs). Specialpurpose governments are legally separate entities and may be primary governments, stand-alone governments,1 or component units as defined in GASB
Statement No. 14, The Financial Reporting Entity, as amended, and discussed
in chapter 3, “The Financial Reporting Entity.”
12.03 Auditors of special-purpose governments should be aware of and
should consider consulting other AICPA Audit and Accounting Guides for
accounting and auditing guidance as discussed in chapter 1, “Overview and
Introduction,” that are applicable to an audit of a governmental entity.2 Audit
1
Stand-alone governments, which include joint ventures, jointly governed organizations,
and pools, often are special-purpose governments. Examples of entities that may be joint
ventures and jointly governed organizations are regional transportation authorities, water
treatment plants, solid waste facilities, tax bureaus, airports, and libraries. Examples of pools
are public entity risk pools and governmental external investment pools.
2
The accounting and financial reporting guidance in the AICPA Audit and Accounting
Guide Not-for-Profit Entities does not constitute category (b) accounting and financial reporting
guidance for governmental entities because the AICPA did not make that guide applicable to
those entities and the Governmental Accounting Standards Board (GASB) did not clear it. (See
the further discussion in footnote 28.) However, even though that guide is not applicable to
governmental entities, auditors could consider referring to it for specific auditing considerations because many similar activities are conducted by governmental entities and not-forprofit organizations. The relevance to governmental audits of the other AICPA Audit and
Accounting Guides referred to in chapter 1, “Overview and Introduction,” is discussed elsewhere
in this chapter.
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Risk Alerts, which are issued as complements to those guides, may help the
auditor understand and apply the Statements on Auditing Standards. This
chapter discusses how certain sources of accounting guidance fit into the
hierarchy of generally accepted accounting principles (GAAP) for governmental
entities. Chapter 1 discusses the GAAP hierarchy for governments.

Financial Reporting Requirements for Special-Purpose
Governments
12.04 All legally separate special-purpose governments, whether primary
governments, stand-alone governments, or component units of a primary government, should prepare basic financial statements, including the notes thereto,
accompanied by all appropriate RSI, including a management’s discussion and
analysis (MD&A). (See National Council on Governmental Accounting [NCGA]
Statement No. 1, Governmental Accounting and Financial Reporting Principles,
paragraph 135, as amended, for the requirements relating to a government’s
issuance of annual financial reports.) GASB Statement No. 34 paragraphs
134–141, as amended, provides standards for the basic financial statements of
special-purpose governments (as discussed in the following paragraph) that are
designed to be appropriate to the nature and mix of the activities they perform.3
Additional details about the basic financial statements for special-purpose
governments are in chapter 7 of the GASB Comprehensive Implementation
Guide (GASB Q&A). In performing an audit of a special-purpose government,
an auditor should evaluate whether the entity has presented the appropriate
basic financial statements and RSI. (Chapter 4, “General Auditing Considerations,” and chapter 14, “Audit Reporting,” discuss the auditor’s responsibility
for and reporting on RSI.)
12.05 Special-purpose governments that have only governmental activities (such as some library districts) or a combination of governmental and
business-type activities4 (such as some school districts) should present the
same basic financial statements as would a general-purpose government. That
is, they should present both government-wide financial statements and fund
financial statements.
12.06 Special-purpose governments engaged in a single governmental
program (such as some cemetery and fire districts) may present their governmentwide and fund financial statements in one of the two ways described in the
following list. A government is not considered to be engaged in a single
governmental program if it budgets, manages, or accounts for its activities as
multiple programs. For example, a school district that budgets, manages, or
accounts for regular instruction, special instruction, vocational education, and
adult education as separate programs is not engaged in a single governmental
program:

•

First, the government-wide and fund financial statements could be
combined with a reconciliation of the individual line items in a
separate column on the financial statements.

3
See chapter 2, “Financial Reporting,” for the basic financial statements required for a
general-purpose government. That chapter also provides an overview of required supplementary information (RSI). Various chapters of this guide discuss note disclosure requirements.
4
GASB’s definitions of governmental activities and business-type activities are discussed in
chapter 2.
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•

Second, the government-wide and fund financial statements could be
presented separately, but the government-wide statements of activities could be presented using a different format. For example, that
statement could be presented in a single column that reports expenses first, followed by revenues (by major sources). The difference
between those amounts is net revenue (expense) and should be
followed by contributions to permanent and term endowments, special and extraordinary items, transfers, and beginning and ending
net position.

See the illustrative financial statements in the nonauthoritative appendix 7-2
to the GASB Q&A.
12.07 Special-purpose governments engaged only in business-type activities should present the financial statements required for enterprise funds—a
statement of net position; a statement of revenues, expenses, and changes net
position; and a statement of cash flows.5 In addition, the financial statements
of special-purpose governments engaged only in business-type activities should
measure, recognize, and report transactions and balances using proprietary
fund accounting and financial reporting standards as provided in GASB pronouncements and this guide. This requirement could affect special-purpose
governments that reported as of June 30, 1999, using the AICPA not-for-profit
model, as defined in GASB Statement No. 29, The Use of Not-for-Profit Accounting and Financial Reporting Principles by Governmental Entities. GASB
Statement No. 34, as amended, permits those entities to use enterprise fund
accounting and financial reporting, even if they do not meet the statement’s
criteria for reporting as an enterprise fund. GASB Statement No. 34 paragraph
123 encourages special-purpose governments engaged only in business-type
activities to present a statement of activities as supplementary information
other than RSI, referred to in this guide as “GASB defined” SI.6 (Chapters 4 and
14 discuss the auditor’s responsibility for and reporting on OI and SI under
AU-C sections 720 and 725, respectively.)
12.08 Special-purpose governments engaged only in fiduciary activities
should present the financial statements required for fiduciary funds—a statement of fiduciary net position and a statement of changes in fiduciary net
position. The financial statements of special-purpose governments engaged
only in fiduciary activities should measure, recognize, and report transactions
and balances using fiduciary fund accounting and financial reporting standards
as provided in GASB pronouncements and this guide.
12.09 Chapter 4, chapter 13, “Concluding the Audit,” and chapter 14
discuss the nature and effect of opinion units in planning, performing, evaluating the results of, and reporting on the audit of a government’s basic financial
5
Some special-purpose governments engaged only in business-type activities may report
fiduciary activities in fiduciary funds. GASB Statement No. 34, Basic Financial Statements—
and Management’s Discussion and Analysis—for State and Local Governments, as amended,
does not require those governments to present a government-wide financial statement because
the activity reported in fiduciary funds is not part of government-wide financial statements.
Item 7.97.3 of the GASB Comprehensive Implementation Guide (GASB Q&A) indicates that a
special-purpose government engaged only in business-type activities that has discretely
presented component units that are engaged in governmental activities should present governmentwide statements. Item 4.28.10 of the GASB Q&A discusses alternative presentations for a
multiple-fund, special-purpose government engaged only in business-type activities that has a
discretely presented component unit that is engaged in business-type activities.
6
This guide uses the term “GASB defined” SI to refer to supplementary information other
than required supplementary information, which some governments present with their basic
financial statements. See chapter 2 for more information.
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statements. In an audit of a special-purpose government that has only governmental activities or a combination of governmental and business-type
activities, the opinion units normally are the governmental activities, the
business-type activities, each major governmental and enterprise fund, and the
aggregate remaining fund information (consisting of the nonmajor governmental and enterprise funds, the internal service funds, and the fiduciary funds),
as applicable. (As discussed in chapter 4, in certain circumstances, auditors may
choose to combine the two aggregate opinion units—the one for the aggregate
discretely presented component units and the one for the aggregate remaining
fund information—into a single opinion unit referred to as the aggregate
discretely presented component unit and remaining fund information opinion
unit.) In audits of special purpose governments engaged only in business-type
activities and that present more than one enterprise fund (such as a utility
district that provides water, sewer, electrical, and trash services), the opinion
units are each major enterprise fund and the aggregate nonmajor enterprise
funds, if any, which represents “remaining fund information.”7 In audits of
special-purpose governments engaged only in fiduciary activities and that
present more than one fiduciary fund or fund type (such as a PERS with more
than one defined benefit pension plan), the aggregate fiduciary funds are a
single opinion unit that represents, in effect, “remaining fund information.” In
addition, a government’s aggregate discretely presented component units should
be a separate opinion unit. For all opinion units, including the aggregate
opinion units, the auditor should consider quantitative and qualitative factors
in determining the nature, timing, and extent of procedures on the various
accounts within the unit, as discussed in chapter 4. Chapter 4 also discusses
how the terms of the engagement may require the auditor to set the scope of
the audit and assesses materiality at a more detailed level than by the opinion
units required for the basic financial statements.

Compliance Requirements
12.10 Governments are subject to various legal and contractual provisions
(compliance requirements) arising from, for example, federal, state, and local
laws; grants, contributions, and appropriations from other governments; and
debt covenants. The auditor should consider whether it is necessary to evaluate
the entity’s compliance with those requirements as part of the financial
statement audit. AU-C section 250, Consideration of Laws and Regulations in
an Audit of Financial Statements (AICPA, Professional Standards), addresses
the auditor’s responsibility to consider laws and regulations in an audit of
financial statements.8 Chapter 4 discusses the auditor’s responsibility, under
AU-C section 250, to plan and perform the audit to obtain reasonable assurance
about whether the financial statements are free from material misstatements
arising from noncompliance with provisions of laws and regulations generally
recognized to have a direct effect on the determination of material amounts and

7
If a special-purpose government engaged only in business-type activities reports fiduciary
activities in fiduciary funds, the fiduciary funds are part of the remaining fund information
opinion unit.
8
AU-C section 935, Compliance Audits (AICPA, Professional Standards), is applicable when
an auditor is engaged, or required by law or regulation, to perform a compliance audit in
accordance with (a) generally accepted auditing standards, (b) standards for financial audits
under Government Auditing Standards, and (c) a governmental audit requirement that
requires an auditor to express an opinion on compliance. AU-C section 935 does not apply to
the financial statement audit that may be performed in conjunction with a compliance audit.
See the AICPA Audit Guide Government Auditing Standards and Circular A-133 Audits for
more information.
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disclosures in the financial statements. It also describes the auditor’s responsibility regarding the provisions of laws and regulations that do not have a
direct effect on the determination of material amounts and disclosures in the
financial statements but compliance with which may be fundamental to the
operating aspects of the business, fundamental to an entity’s ability to continue
its business, or necessary for the entity to avoid material penalties.

Specific Guidance for Special-Purpose Governments9
Hospitals and Other Health Care Providers10
12.11 There are various differences between the accounting and financial
reporting standards for hospitals and other health care providers that are
governments and those that are not governmental. The listing at paragraph
12.79 highlights many of those differences. Auditors should become familiar
with governmental standards for hospitals and other health care providers as
discussed in this section and elsewhere in this guide when performing audits
for those entities.
12.12 Generally, governmental hospitals and other health care providers
use enterprise fund accounting and financial reporting. If a hospital or other
health care provider does not meet the criteria in GASB Statement No. 34
paragraph 67, as amended, requiring the use of enterprise funds (as discussed
in chapter 2, “Financial Reporting”), it may use either governmental fund or
enterprise fund accounting and financial reporting. Often, governments do not
use enterprise funds to report activities relating to the long-term institutional
care (which includes health care) of the elderly, children, and the mentally
impaired because they do not meet the criteria requiring the use of enterprise
funds and because user fees are not a principal revenue source for the activity.
Governmental hospitals and other health care providers may have component
units. (Chapter 3 discusses the provisions of GASB Statement No. 14, as
amended, including the provisions of GASB Statement No. 39, Determining
Whether Certain Organizations Are Component Units—an amendment of GASB
Statement No. 14. The nonauthoritative appendix 4-2 of the GASB Q&A
provides an example that evaluates a potential component unit for a hospital
using the GASB Statement No. 39 criteria.) The auditor should apply the
concept of opinion units in planning, performing, evaluating the results of, and
reporting on audits of governmental hospitals and other health care providers,
as discussed in paragraph 12.09. Governmental hospitals and other health care
providers are subject to various legal and contractual provisions that may affect
their financial statements. As discussed in paragraph 12.10, the auditor should
consider whether it is necessary to evaluate the entity’s compliance with those
requirements as part of the financial statement audit.
12.13 As discussed in chapter 1, the AICPA Audit and Accounting Guide
Health Care Entities includes in its scope governmental health care organizations when they issue separate financial statements using enterprise fund

9
Although this section is written in terms of special-purpose governments, the accounting,
financial reporting, and auditing considerations are usually equally applicable when the
activity is conducted as a function or program of a general-purpose government.
10
See also the discussion of Medicaid in the section of this chapter titled “Specific Guidance
for State Governments.”
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accounting and reporting. Chapter 15, “Unique Considerations of State and
Local Health Care Entities” of the Audit and Accounting Guide Health Care
Entities was cleared by GASB; therefore, chapter 15 of that guide constitutes
category (b) accounting and financial reporting guidance for those governmental health care organizations. (See chapter 1 for a discussion of the GAAP
hierarchy for governments.) Although other chapters of that guide are not
specifically made applicable to governmental entities by GASB, they provide
specific accounting and auditing considerations that are unique to or prevalent
in the health care industry. This guide, however, contains information about
governmental accounting and financial reporting standards and other matters
that are unique to or prevalent in government and not included in Audit and
Accounting Guide Health Care Entities. The most potentially relevant matters
for the financial statements of legally separate governmental hospitals and
other health care providers are in the section of this chapter titled “Financial
Reporting Requirements for Special-Purpose Governments,” the “Auditing Considerations” sections of other chapters, chapters 4, 13–14, and 16, “Auditor
Involvement With Municipal Securities Filings,” and appendix D, “Category B
Guidance.” Also particularly applicable may be the discussions in chapter 8,
“Expenses or Expenditures and Liabilities,” on unrelated business income taxes
(UBIT) and fund-raising costs.

School Districts
12.14 School districts provide elementary and secondary education programs. Depending on state laws, school districts generally operate as (a) part
of the legal entity of the sponsoring government,12 (b) primary governments,
(c) stand-alone governments, or (d) legally separate entities that are component
units of another government. School districts also may have component units.
(Chapter 3 discusses the provisions of GASB Statement No. 14, as amended,
including the provisions of GASB Statement No. 39. The nonauthoritative
appendix to chapter 2 of the GASB Q&A provides examples that evaluate
potential component units for school districts using the GASB Statement No.
39 criteria.) As discussed in paragraphs 12.05–.06, legally separate school
districts usually present both government-wide and fund financial statements.
The auditor should apply the concept of opinion units in planning, performing,
evaluating the results of, and reporting on audits of school districts, as discussed in paragraph 12.09.

Compliance Requirements
12.15 School districts are subject to various legal and contractual provisions, including state-established accounting and reporting requirements, that
may affect their financial statements. For example, many states require their
school districts to use standardized charts of accounts for their basic financial
statements and for special-form annual reports. As discussed in paragraph
12.10, the auditor should perform the audit procedures described in paragraph

11
Even though the AICPA Audit and Accounting Guide Health Care Entities applies only
to governmental health care organizations when they issue separate financial statements using
enterprise fund accounting and reporting, auditors could consider referring to that guide in
other financial reporting situations for specific auditing considerations relating to governmental health care organizations (such as, for example, audit procedures relating to amounts due
from discharged patients and third-party payors).
12
School districts that are part of the legal entity of a sponsoring government sometimes
issue separate individual fund or departmental financial statements, as discussed in chapter
14, “Audit Reporting.”
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.14 of AU-C section 250 for the purpose of identifying instances of noncompliance with laws and regulations that may have a material effect on the financial
statements and consider whether it is necessary to evaluate the district’s
compliance with those requirements as part of the financial statement audit.

Attendance Reporting
12.16 Most school districts receive financial assistance from state governments based on some measure of student attendance. Attendance data also
may affect the amount of certain types of federal awards. Attendance data
typically are determined at individual schools and reported on a district-wide
basis. Some states may require auditors to audit or otherwise perform procedures on attendance data. Those engagements should be performed under the
provisions of Statements on Standards for Attestation Engagements. See AT
section 601, Compliance Attestation (AICPA, Professional Standards), for additional guidance. Further, the auditor should follow the guidance in AU-C
section 250 if incorrect data in a district’s attendance reporting, as part of the
audit of the district’s financial statements, could have a material effect on the
financial statements. (In some cases, a school district’s attendance reporting
does not have a material effect on the current year’s financial statements but,
rather, affects the calculation of state and federal subsidies in a future period.)

Summer Payroll
12.17 Some school districts pay teachers on a 12-month basis for services
during the 9-month academic year. Because payroll costs are exchange transactions that should be recognized when the employees provide the services,
school districts should accrue expenses or expenditures and liabilities at
year-end for summer salaries earned but not yet paid. Some school districts
with June 30 fiscal year-ends facilitate that expense or expenditure accrual by
writing the checks for summer payroll as of year-end and holding them for later
distribution. In those situations, the auditor could evaluate the internal control
over the safeguarding and subsequent distribution of those checks and controls
regarding proper recording for the amounts to be paid during the summer
months.

Student Activity Funds
12.18 Most school districts have petty cash or bank accounts for studentgenerated moneys. In some cases, those amounts may be under the control of
individual school principals or employees and not subject to the district’s
budgetary or centralized accounting and purchasing controls. States have
different legal provisions for how the amounts in student activity funds may or
should be used. Student activity funds should be reported in a district’s
financial statements as, for example, special revenue or agency funds, depending on the nature of the requirements concerning the use of the moneys. A
district’s student activity funds may be of concern to an auditor despite the
small amounts involved because of the opportunity for misappropriation. Many
receipts are in the form of cash and may be handled by several persons after
the district becomes accountable for the amounts but before they are deposited.
Adverse publicity can result from a loss or misuse of the moneys. Therefore, the
auditor could evaluate the internal control over and the use of the moneys.
However, a district’s accountability for student activity moneys may differ
depending on state law and the nature of the fund-raising activity. For example,
a school district may be accountable for gate receipts for functions held on its
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campus, but not accountable for receipts from an off-campus fund-raising
activity until a district employee or official takes custody of the moneys.

Child Nutrition Programs
12.19 Most school districts participate in U.S. Department of Agriculture
(USDA) programs that provide cash and commodities to provide nutritious
meals to students. The auditor should consider whether it is necessary to
evaluate a district’s compliance with the USDA’s regulations for those programs
as part of the financial statement audit and follow the guidance in AU-C section
250. Revenue for the cash portion of those programs should be recognized using
the provisions of GASB Statement No. 33, Accounting and Financial Reporting
for Nonexchange Transactions, as amended, as described in chapter 6, “Revenues and Receivables.” GASB Q&A item Z.33.4 states that food commodities
are within the scope of GASB Statement No. 33 and should be recognized as
revenue in the period when all eligibility requirements are met (typically, when
the commodities are received). Further, some states have established specific
accounting and financial reporting requirements for child nutrition programs.

Charter Schools
12.20 Many states have laws permitting the creation of charter schools,
which are publicly funded, nonsectarian schools that operate free of many of the
regulations, restrictions, and mandates of traditional public schools. State laws
define the organizations that grant the charters (usually local school districts
or the state department of education) as well as eligible applicants (usually
governmental or not-for-profit entities or one or more persons or organizations).
Charter schools are commonly established under law and contract as separate
legal entities and are accountable for their results at the end of the contract
period, which is usually three to five years in length. Per-student state and local
funds generally follow students to a charter school. Depending on legal and
contractual provisions, a charter school may be a governmental or nongovernmental entity, and may be a component unit of a governmental entity. (See the
definition of governmental entities in chapter 1.) Standardized accounting and
financial reporting requirements that states have developed for public schools
also may apply to charter schools.

Airports
12.21 Generally, governmental airports are reported using enterprise
funds. If an airport does not meet the criteria in GASB Statement No. 34
paragraph 67, requiring the use of enterprise funds (as discussed in chapter 2),
it may use either governmental fund or enterprise fund accounting and financial reporting. The auditor should apply the concept of opinion units in planning, performing, evaluating the results of, and reporting on audits of governmental airports, as discussed in paragraph 12.09. Airports are subject to
various legal and contractual provisions that may affect their financial statements. For example, provisions of grants from the U.S. Federal Aviation
Administration (FAA) may require that the airport’s revenues and other
resources be used only for on-airport purposes and not be diverted to off-airport
uses. As discussed in paragraph 12.10, the auditor should consider whether it
is necessary to evaluate the airport’s compliance with those requirements as
part of the financial statement audit and follow the guidance in AU-C section
250.
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12.22 Some airports receive revenues from passenger facility charges
(PFCs), which are small-dollar passenger enplanement fees that airports
charge to help pay for capital development projects. An airport is required to
receive approval from the FAA to impose PFCs and to comply with the FAA’s
requirements for the use of PFCs. Airlines collect PFCs through the ticket sales
process and remit them to the appropriate airports. Federal regulations require
an audit of PFCs, and the FAA’s Passenger Facility Charge Audit Guide for
Public Agencies provides auditors with the procedures for auditing and reporting on PFCs received and expended by airports.
12.23 GASB Statement No. 34 paragraph 102 indicates that PFCs normally would not be reported as components of operating income in a proprietary
fund’s statement of revenues, expenses, and changes in fund net position.
Further, PFCs are identified in paragraph 102 of GASB Statement No. 34 and
in the nonauthoritative “Basis for Conclusions” of GASB Statement No. 33
(paragraph 50) as exchange-like transactions, and, thus, revenue recognition
should be based on the occurrence of the exchange (that is, the passenger
enplanement). Therefore, the auditor could evaluate whether PFCs have been
properly classified and recognized in the financial statements.

Public Housing Authorities
12.24 Public housing authorities (PHAs) provide shelter to low-income
persons and generally receive substantial capital and operating grants from the
U.S. Department of Housing and Urban Development (HUD). PHAs provide
shelter by owning and managing housing developments, generally referred to
as the low-income program. They also provide shelter through Section 8
programs by giving participants vouchers for rent subsidies that permit them
to locate their own housing and by paying rent subsidies directly to private
landlords. In addition, PHAs may finance low-interest mortgages and engage
in urban renewal activities. Depending on state and local laws, PHAs, including
those of recognized Indian tribes, generally operate as (a) departments of the
sponsoring government, (b) stand-alone governments, or (c) legally separate
entities that are component units of another government. Legally separate
PHAs may be created by a single sponsoring government. Alternatively, they
can be created as joint ventures of several governments or as independent
regional authorities.
12.25 Generally, PHAs are reported using enterprise funds. If a PHA does
not meet the criteria in GASB Statement No. 34 paragraph 67 requiring the use
of enterprise funds (as discussed in chapter 2), it may use either governmental
fund or enterprise fund accounting and financial reporting. The auditor should
apply the concept of opinion units in planning, performing, evaluating the
results of, and reporting on the audits of PHAs, as discussed in paragraph 12.09.
12.26 HUD has established Uniform Financial Reporting Standards and
written guidelines that require PHAs that own HUD-assisted housing to
submit financial information electronically to HUD using a template known as
the Financial Data Schedule (FDS). For purposes of those submissions, HUD
requires PHAs to prepare their basic financial statements in conformity with
GAAP and to have those financial statements audited. HUD also requires PHAs
to include the FDS as SI that accompanies their basic financial statements and
for auditors to determine whether that data is fairly presented in relation to the
basic financial statements. (Chapters 4 and 14 discuss the auditor’s responsibility for and reporting on SI.) HUD also requires a PHA to obtain an
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agreed-upon procedures engagement in which the auditor compares the authority’s electronically submitted data to the hard copies of the audit report and
FDS.
12.27 The auditor should obtain an understanding of the various federal
housing grant program requirements as well as other compliance requirements
that affect the PHA, and consider whether it is necessary to evaluate the
authority’s compliance with those requirements as part of the financial statement audit.13 (See paragraph 12.10.) In addition, the auditor might consider
confirming directly with HUD the operating subsidies, program grants, and
loans and other housing development and modernization debt relating to the
PHA to determine that receivable and revenue amounts are properly recognized and reported. The auditor might also consider consulting the annual
Audit Risk Alert State and Local Governmental Developments, which often
addresses regulatory developments relating to PHAs.

Financing Authorities
12.28 Many governmental entities establish financing authorities to make
loans to specific types of recipients. The purpose of those loans is to lower the
costs of borrowing for the recipients while advancing or achieving some public
purpose. Sometimes the recipients of those loans are members of specialinterest groups (for example, as with an authority that provides loans to
veterans, farmers, or low-income homeowners). Sometimes those recipients are
other governmental entities or not-for-profit organizations (for example, a
school or hospital financing authority that provides loans for new facilities).
Sometimes those recipients are for-profit entities (for example, an economic or
industrial development authority that provides loans for plant expansion,
thereby increasing a community’s employment level and tax base). Financing
authorities typically issue revenue bonds to finance their activities. (Tobacco
Settlement Authorities [TSAs] are financing authorities. See the discussion of
the accounting and financial reporting requirements for TSAs in the section of
this chapter titled “Specific Guidance for State Governments.”)
12.29 Financing authorities generally meet the provisions in GASB Statement No. 34 paragraph 67, as amended, requiring reporting as an enterprise
fund (as discussed in chapter 2). If a financing authority does not meet the
criteria requiring the use of enterprise funds, it may use either governmental
fund or enterprise fund accounting and financial reporting. The auditor should
apply the concept of opinion units in planning, performing, evaluating the
results of, and reporting on audits of financing authorities, as discussed in
paragraph 12.09.
12.30 If an authority finances the purchase or construction of capital
assets for other entities, it generally takes title to the assets and leases them
to the recipients. Ownership of the assets passes to the lessees when the bonds
mature and are retired. The lease or loan payments the authority receives are
used to pay the revenue bond principal and interest. Authorities typically
charge, to the entities benefiting from the debt issue, fees in excess of the
13
U.S. Department of Housing and Urban Development (HUD) grant agreements typically
include a number of requirements with which the recipient (that is, a governmental entity in
the context of this guide) must comply. Some of the compliance requirements may relate to
transactions, projects, or activities that span more than one financial reporting period (for
example, construction projects, construction loans, beneficiary loan programs, and so on). Other
times, HUD grant agreements may require matching efforts on the part of the recipient or may
involve noncash transactions (for example, use of a building, supplying of grant-related services
by HUD personnel, and so on).
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amounts required for bond principal and interest payments to finance the
authority’s administrative costs. In some cases, financing authorities develop a
permanent capital base that is used for making loans and, occasionally, grants
to recipients. The accounting, financial reporting, and auditing considerations
for capital leases when a government is the lessor are discussed in chapter 7,
“Capital Assets.” See also paragraph 12.32 concerning leases between a primary
government and its component units.
12.31 Many authorities that finance capital assets often do not become
directly involved in either purchasing or constructing the assets or repaying the
debt. A financial institution acting as trustee usually administers the debt
service. In such cases, practice supports (a) reporting the debt and related
capital lease receivable in the authority’s financial statements or (b) disclosing
the debt and related capital lease receivable in the notes to the financial
statements. The authority should report in its financial statements fees and
administrative expenses. See chapter 8 for a further discussion of this type of
debt—known as conduit debt—and the disclosures required by GASB Interpretation No. 2, Disclosure of Conduit Debt Obligations—an interpretation of
NCGA Statement 1.
12.32 Sometimes, a government may create a financing authority solely to
finance its own capital assets, such as state office buildings or university
dormitories. In those situations, the sponsoring government usually creates the
authority to shield the borrowing from its own debt limits or other debt
restrictions. The authority generally issues revenue bonds, takes title to the
assets and leases them to the sponsoring government, and uses the lease
payments to repay the debt principal and interest. If legally separate entities,
those authorities are component units of the sponsoring governments. NCGA
Statement No. 5, Accounting and Financial Reporting Principles for Lease
Agreements of State and Local Governments, paragraphs 22–26, as amended,
and GASB Statement No. 62, Codification of Accounting and Financial Reporting Guidance Contained in Pre-November 30, 1989 FASB and AICPA
Pronouncements, as amended, specify the accounting and financial reporting in
the reporting entity financial statements for lease agreements between related
parties including primary governments and public authorities that are part of
the primary government’s legal entity or a component unit. That accounting
and financial reporting depends on whether the authority is presented in the
reporting entity financial statements as part of the primary government
(including as a blended component unit) or, instead, as a discretely presented
component unit:14 (See the criteria for component units, blended component
units, and discretely presented component units in chapter 3.)

•

If the authority is reported as part of the primary government’s
financial statements (including as a blended component unit), the
criteria of paragraphs 211–271 of GASB Statement No. 62, do not
apply to the lease agreement in the reporting entity financial statements. Instead, the authority’s debt and assets should be reported as
a form of the primary government’s debt and assets. For example, the
leased assets would be reported as general capital assets, and the
related debt would be reported as a general long-term liability in the
government-wide statement of net position. The debt service activity

14
If the public authority is not a component unit, accounting and financial reporting for
lease agreements between the authority and the lessee government should be treated in the
same manner as any other lease agreement of a state or local government, using the criteria
of GASB Statement No. 62, Codification of Accounting and Financial Reporting Guidance
Contained in Pre-November 30, 1989 FASB and AICPA Pronouncements.
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of the authority would be reported as a debt service activity of the
primary government.

•

If the authority is discretely presented component unit, the lease
arrangement should be treated in the same manner as any other
lease agreement of a state or local government using the provisions
in GASB Statement No. 62. However, related capital lease receivables
and payables should not be combined with other amounts due to or
from discretely presented component units, or with capital lease
receivables and payables with organizations outside of the reporting
entity. For additional guidance on accounting, financial reporting,
and auditing for lease transactions, see chapter 8.

12.33 NCGA Statement No. 5 paragraph 26 requires that when lease
arrangements exist between state and local governments and public authorities, the related-party considerations of GASB Statement No. 62 paragraphs
239–240 should be considered to determine if there are special reporting and
disclosure requirements. GASB Statement No. 62 paragraph 239, provides that
“the classification and accounting should be the same as for similar leases
between unrelated parties, except in cases where it is clear that the terms of
the transaction have been significantly affected by the fact that the lessee and
lessor are related.” That paragraph further provides that “the classification and
accounting should be modified as necessary to recognize economic substance
rather than legal form” and that “the nature and extent of leasing transactions
with related parties should be disclosed.” See chapters 3, 4, 13, and 14 of this
guide for additional discussion of concerns and reporting issues associated with
related party transactions.
12.34 Finance authorities are subject to various compliance requirements.
The auditor should consider whether it is necessary to evaluate an authority’s
compliance with those requirements as part of the financial statement audit
and follow the guidance in AU-C section 250. (See paragraph 12.10.) Further,
the accounting and financial reporting guidance in the AICPA Audit and
Accounting Guide Depository and Lending Institutions: Banks and Savings
Institutions, Credit Unions, Finance Companies and Mortgage Companies does
not constitute category (b) accounting and financial reporting guidance for
financing authorities because the AICPA did not make that guide applicable to
governmental entities and GASB did not clear it. However, even though that
guide does not apply to financing authorities, auditors may refer to it for specific
auditing considerations relating to financing authorities (such as, for example,
audit procedures relating to the allowance for loan losses).
12.35 GASB Statement No. 48, Sales and Pledges of Receivables and
Future Revenues and Intra-Entity Transfers of Assets and Future Revenues, as
amended, discusses exchanges by governments of interests in their expected
cash flows from collecting specific receivables or specific future revenues for
immediate cash payments. The statement provides standards for determining
whether such exchanges should be classified as sales or as collateralized
borrowing transactions and, among other topics, discusses sales of mortgages
and student loan receivables issued by state financing authorities. The statement further provides that assets and future revenues transferred in an
intra-entity transaction should be reported at their carrying value; that is, they
should not be revalued.
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Transportation Systems
12.36 Legally separate transportation systems (which provide subway,
bus, rail, or some other transportation service) may be created by a single
sponsoring government, as joint ventures of several governments, or as independent regional authorities. A significant accounting, financial reporting, and
auditing consideration for some transportation systems is infrastructure. See
the discussion about infrastructure in chapter 7. Some transportation systems
meet the criteria in GASB Statement No. 34 paragraph 67 requiring reporting
as an enterprise fund (as discussed in chapter 2). If a transportation system
does not meet those criteria, it may use either governmental fund or enterprise
fund accounting and financial reporting. The auditor should apply the concept
of opinion units in planning, performing, evaluating the results of, and reporting on audits of transportation systems, as discussed in paragraph 12.09.
12.37 Because of low rates or low ridership, many public transportation
systems receive grants and appropriations from other governments to finance
facilities, equipment, or operating expenses. Those grants and appropriations
subject a system to various legal and contractual provisions that may affect its
financial statements. For example, the U.S. Department of Transportation’s
Federal Transit Administration issues circulars that contain grant management guidelines for its various programs. The auditor should consider whether
it is necessary to evaluate the system’s compliance with those requirements as
part of the financial statement audit. (See paragraph 12.10.) Further, as
discussed in chapter 6, such grants and appropriations reported in enterprise
funds generally should not be reported as operating revenue but, rather, as
nonoperating revenue or as capital contributions, reported separately after
nonoperating revenues and expenses.

Utilities
12.38 Electric, water, gas, sewer, and other utility operations often meet
the criteria in GASB Statement No. 34 paragraph 67 requiring the use of
enterprise funds (as discussed in chapter 2). If those criteria are not met, the
utility may use either governmental fund or enterprise fund accounting and
financial reporting. The auditor should apply the concept of opinion units in
planning, performing, evaluating the results of, and reporting on audits of
utilities, as discussed in paragraph 12.09. Utilities are subject to various
regulatory, legal, and contractual provisions that may affect their financial
statements. As discussed in paragraph 12.10, the auditor should consider
whether it is necessary to evaluate the entity’s compliance with those requirements as part of the financial statement audit and follow the guidance in AU-C
section 250.
12.39 A governmental utility’s services often are rate regulated, with
those rates established by the utility’s (or the government’s) governing body. A
government, meeting all of the criteria in GASB Statement No. 62 paragraph
476, may apply the provisions of GASB Statement No. 62 paragraphs 477–500,
to activities reported in enterprise funds and as business-type activities that
have regulated operations.15 Unless there are conflicting provisions, governments that apply the provisions of GASB Statement No. 62 paragraphs 477–500
should also apply other authoritative accounting pronouncements that are
15
Other governmental services not normally considered utility services, such as municipal
solid waste landfills, also may be rate-regulated and may qualify to use the provisions of GASB
Statement No. 62 paragraphs 476–487.
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applicable to business-type activities. Therefore, governmental utilities should
apply the financial statement formatting and note disclosure requirements of
GASB Statement No. 34, as amended, GASB Statement No. 62, and other
applicable GASB pronouncements for those financial statements to be in
conformity with GAAP.16 In auditing a public utility, the auditor should
determine whether the utility’s services are rate regulated and, if so, the
entity’s accounting policy with regard to applying the provisions of GASB
Statement No. 62 (See the further discussion of the accounting for regulated
operations in the section on user fees in chapter 6.)
Update 12-2 Accounting and Reporting: Assets and Liabilities
GASB Statement No. 65, Items Previously Reported as Assets and Liabilities,
issued in March 2012, is effective for periods beginning after December 15,
2012. Earlier application is encouraged. Accounting changes should be applied
retroactively by restating financial statements, if practical, for all periods
presented.
GASB Statement No. 65 establishes accounting and financial reporting standards that reclassify certain items that were previously reported as assets and
liabilities as deferred outflows of resources, deferred inflows of resources,
current period outflows of resources, or current period inflows of resources. This
statement also provides financial reporting guidance related to the impact of
the financial statement elements deferred outflows of resources and deferred
inflows of resources, such as changes in the determination of the major fund
calculations and limiting the use of the term deferred in financial statement
presentations. (Extant use of the term deferred in this guide will remain until
implementation of GASB Statement No. 65.)
When implemented, GASB Statement No. 65 will have pervasive effects on
chapters 2, 6, and 8 of this guide. For more information about the effects of
GASB Statement No. 65 upon its implementation, a summary of this statement
is included in section A.02 in appendix A.

Postemployment Benefit Plans
Update 12-3 Accounting and Reporting: Pension Plan Reporting and
Disclosures
GASB Statement No. 67, Financial Reporting for Pension Plans—an amendment of GASB Statement No. 25, issued in June 2012, is effective for periods
beginning after June 15, 2013. Earlier application is encouraged. Accounting
changes should be applied retroactively by restating financial statements, if
practical, for all periods presented. GASB Statement No. 67 includes transition
provisions regarding the presentation of certain information in the schedules
of RSI.
GASB Statement No. 67 replaces the requirements of GASB Statement Nos. 25,
Financial Reporting for Defined Benefit Pension Plans and Note Disclosures for
Defined Contribution Plans, and 50, Pension Disclosures—an amendment of
(continued)
16
For example, an electric utility may want to present line items in its statement of net
position using aggregations and sequences that are inconsistent with some of the requirements
of GASB Statement No. 34, as amended. To conform with generally accepted accounting
principles (GAAP), the presentation in that statement should be consistent with these requirements, as amended, and other applicable GASB pronouncements.
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GASB Statements No. 25 and No. 27, as they relate to pension plans that are
administered through trusts or equivalent arrangements that meet certain
criteria. The requirements of GASB Statement Nos. 25 and 50 remain applicable to pension plans that are not administered through trusts covered by the
scope of this statement and to defined contribution plans that provide postemployment benefits other than pensions.
The statement builds upon the existing framework for financial reports of
defined benefit pension plans, which includes a statement of fiduciary net
position (the amount held in a trust for paying retirement benefits) and
specifies the required approach to measuring the pension liability of employers
and nonemployer contributing entities for benefits provided through the pension plan (the net pension liability), about which information is required to be
presented. This statement also details the note disclosure requirements for
defined contribution pension plans administered through trusts that meet the
identified criteria.
Users of this guide are encouraged to consult the full text of GASB Statement
No. 67, available on GASB’s website at www.gasb.org.
12.40 Governments establish plans in various ways to provide postemployment benefits. A common approach is to use a PERS. A PERS is a
governmental entity that administers one or more pension plans17 and that also
may administer other types of employee benefit plans, including postemployment health care plans and deferred compensation plans. GASB Statement No.
34 paragraph 140, as amended, notes that GASB Statement No. 25, Financial
Reporting for Defined Benefit Pension Plans and Note Disclosures for Defined
Contribution Plans, and No. 43, Financial Reporting for Postemployment Benefit Plans Other Than Pension Plans, as amended, require a PERS that
administers more than one defined benefit pension or other postemployment
benefit plan (OPEB) to present combining financial statements for all plans of
those types administered by the PERS and, if applicable, RSI for each plan.
Paragraph 140 provides that a PERS should meet that requirement either by
(a) presenting a separate column for each plan on the statements of fiduciary
net position and changes in fiduciary net position or (b) presenting combining
financial statements for those plans as part of the basic financial statements.
GASB Statement No. 34 paragraph 141, as amended, encourages but does not
require a PERS to present combining financial statements for types of plans
that it administers other than defined benefit pension or OPEB plans.
12.41 When pension and OPEB plans are included in a primary government’s financial statements, GASB Statement No. 34 paragraph 106, as amended,
requires presentation of the financial statements for the individual plans in the
notes to the financial statements if separate GAAP financial reports have not
been issued. If separate GAAP financial reports have been issued, the notes
should include information about how to obtain those separate reports (see
paragraphs 12.47 and 12.54 for further discussion). An unmodified auditor’s
opinion on a plan’s separate report could provide evidence that the report
conforms with GAAP. If a plan’s separate report is not presented in conformity
with GAAP, the primary government is not allowed to limit its disclosure of plan
information to a reference to the separate report.

17
Pension plans may be defined contribution plans or defined benefit plans. Defined benefit
pension plans may be single-employer plans, agent multiple-employer plans, or cost-sharing
multiple-employer plan. Those different types of plans are discussed in chapter 8, “Expenses
or Expenditures and Liabilities.”
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12.42 The auditor should apply the concept of opinion units in planning,
performing, evaluating the results of, and reporting on audits of a PERS, as
discussed in paragraph 12.09. Further, the accounting and financial reporting
guidance in the AICPA Audit and Accounting Guide Employee Benefit Plans
does not constitute category (b) accounting and financial reporting guidance for
a PERS because the AICPA did not make that guide applicable to governmental
entities and GASB did not clear it. However, even though that guide does not
apply to a PERS, auditors might refer to it for specific auditing considerations
relating to a PERS (such as, for example, evaluating actuarial information).
(See also the AICPA’s Checklists and Illustrative Financial Statements for State
and Local Governments, which provides checklists of GAAP-required disclosures in governmental financial statements, notes to financial statements, and
RSI, among other things.)
12.43 Although the audit objectives for state or local governmental pension plans are similar to those for private-sector pension plans, the Employee
Retirement Income Security Act of 1974, which generally applies to privatesector pension plans, does not apply to most governmental entities (certain
plans of Indian tribes, educational institutions, and component units may be
subject to Department of Labor audit and reporting requirements). Instead,
state and local laws and regulations that govern the operations of a pension
plan may affect, for example, allowable investments, investment income allocation, funding requirements, participant eligibility and vesting, and payments
to plan members and beneficiaries. As discussed in paragraph 12.10, the
auditor should consider whether it is necessary to evaluate the entity’s compliance with legal and contractual provisions as part of the financial statement
audit and follow the guidance in AU-C section 250.

Defined Benefit Pension Plans
Update 12-4 Accounting and Reporting: Pension Plan Reporting and
Disclosures
GASB Statement No. 67, issued in June 2012, is effective for periods beginning
after June 15, 2013. Earlier application is encouraged. Accounting changes
should be applied retroactively by restating financial statements, if practical,
for all periods presented. GASB Statement No. 67 includes transition provisions
regarding the presentation of certain information in the schedules of RSI.
GASB Statement No. 67 replaces the requirements of GASB Statement Nos. 25
and 50 as they relate to pension plans that are administered through trusts or
equivalent arrangements that meet certain criteria. The requirements of GASB
Statement Nos. 25 and 50 remain applicable to pension plans that are not
administered through trusts covered by the scope of this statement and to
defined contribution plans that provide postemployment benefits other than
pensions.
The statement builds upon the existing framework for financial reports of
defined benefit pension plans, which includes a statement of fiduciary net
position (the amount held in trust for paying retirement benefits) and specifies
the required approach to measuring the pension liability of employers and
nonemployer contributing entities for benefits provided through the pension
plan (the net pension liability), about which information is required to be
presented. This statement also details the note disclosure requirements for
(continued)
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defined contribution pension plans administered through trusts that meet the
identified criteria.
Users of this guide are encouraged to consult the full text of GASB Statement
No. 67, available on GASB’s website at www.gasb.org.
12.44 The principal GASB standard for the accounting and financial
reporting of a defined benefit pension plan administered through a PERS
(including for reporting in the financial statements of a sponsoring or employer
government) is GASB Statement No. 25, as amended by GASB Statement No.
50, Pension Disclosures—an amendment of GASB Statements No. 25 and No. 27.
Chapter 5 of the GASB Q&A provides additional guidance with respect to these
statements.
12.45 Each defined benefit pension plan that is included in the financial
report of a state or local governmental entity—whether that entity be a single
plan, a PERS, a governmental employer, or a pension plan sponsor—should be
reported as a separate plan or trust fund either by (a) presenting a separate
column on the financial statements for each plan administered or (b) presenting
combining statements for those plans as part of the basic financial statements.
The financial statements for each plan should be a statement of plan net
position and a statement of changes in plan net position, which should be
prepared using the economic resources measurement focus and the accrual
basis of accounting.
12.46 The notes to the financial statements of a defined benefit pension
plan include specific information in the following categories: plan description,
a summary of significant accounting policies, contributions and reserves, information about the funded status of the plan (as of the most recent valuation
date), and information about actuarial methods and assumptions. See paragraph 32 of GASB Statement No. 25 and paragraph 4 of GASB Statement No.
50 for additional detailed disclosures within these broad categories.
12.47 When a plan’s financial statements are presented in both an employer’s report and a separate GAAP report, the employer may limit its
disclosures to certain items if it discloses information about how to obtain the
separate report. Paragraph 25 of GASB Statement No. 25 describes the disclosures required in this circumstance. (See paragraph 12.41 concerning determining whether the separate report is a GAAP report.)
12.48 GASB Statement No. 25, as amended by GASB Statement No. 50,
requires defined benefit pension plans to present two schedules as RSI immediately after the notes to the financial statements. The required schedules are
(a) a schedule of funding progress that reports the actuarial value of assets, the
actuarial accrued liability, and the relationship between the two over time and
(b) a schedule of employer contributions that provides information about the
employer’s annual required contributions (ARC) and the percentage of the ARC
recognized by the plan as contributed. Note disclosures related to the required
schedules should also be presented and should include factors that significantly
affect the identification of trends in the amounts reported in the required
schedules (for example, changes in benefit provisions). (Chapters 4 and 14
discuss the auditor’s responsibility for and reporting on RSI.)
12.49 Defined benefit pension plans are required to measure all actuarially determined information included in their financial reports in accordance
with certain parameters consistently applied. The actuarial methods and
assumptions applied for financial reporting should be the same methods and
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assumptions applied in determining the plan’s funding requirements unless
compliance with this would require the use of different methods or assumptions. A plan and its participating employer(s) should apply the same actuarial
methods and assumptions in determining similar or related information included in their respective financial reports. See chapter 8 of this guide and
paragraph 30 of GASB Statement No. 25, as amended, for additional information regarding the parameters.
12.50 For financial reporting purposes, an actuarial valuation should be
performed at least biennially. The actuarial valuation date need not be the
plan’s reporting date but generally should be the same date each year (biennium). A new valuation should be performed if significant changes have
occurred since the previous valuation in benefit provisions, the size or composition of the population covered by the plan, or other factors that affect the
results of the valuation. All actuarially determined information reported for the
current year in the schedule of funding progress should be based on the results
of an actuarial valuation performed in accordance with the parameters as of a
date not more than one year (two years for plans with biennial valuations)
before the plan’s reporting date for that year.

OPEB Plans Administered as Trusts
12.51 GASB Statement No. 43, as amended, establishes accounting and
financial reporting standards for plans that provide postemployment benefits
OPEB. GASB Statement No. 43 defines OPEB as (a) postemployment health
care benefits and (b) other types of postemployment benefits (for example, life
insurance) if provided separately from a defined benefit pension plan. The
standards in GASB Statement No. 43, as amended, apply for OPEB trust funds
included in the financial reports of plan sponsors or employers, as well as for
the stand-alone financial reports of OPEB plans or the PERS, or other third
parties, that administer them. The provisions of GASB Statement No. 43, as
amended, apply to the financial reporting (a) of OPEB plans that are qualifying
trusts or equivalent arrangements (that is, trusts or arrangements having
equivalent force and effect to trusts that also meet specific criteria stated in
GASB Statement No. 43 paragraph 4) and (b) by administrators or sponsors of
multiple-employer OPEB arrangements that are not qualifying trusts or equivalent arrangements. The statement also provides requirements for reporting of
OPEB funds by administrators of multiple-employer OPEB plans when the
fund used to accumulate assets and pay benefits or premiums when due is not
a qualifying trust fund. Chapter 8 of the GASB Q&A answers various questions
about GASB Statement Nos. 43 and 45, Accounting and Financial Reporting by
Employers for Postemployment Benefits Other Than Pensions, as amended.
12.52 Each OPEB plan that is included in the financial report of a state
or local governmental entity—whether that entity be a single plan, a PERS, a
governmental employer, or an OPEB plan sponsor—should be reported as a
separate plan or employee benefit trust fund either by (a) presenting a separate
column on the financial statements for each plan administered or (b) presenting
combining statements for those plans as part of the basic financial statements.
The financial statements for each plan should be a statement of plan net
position and a statement of changes in plan net position, which should be
prepared using the economic resources measurement focus and the accrual
basis of accounting.
12.53 The notes to the financial statements should include specific information in the following categories: plan description, a summary of significant

AAG-SLV 12.53

340

State and Local Governments

accounting policies, contributions and reserves, and information about the
funded status and funding progress of the plan (as of the most recent valuation
date) including information about actuarial methods and assumptions. See
paragraph 30 of GASB Statement No. 43 for additional detailed disclosures
within these broad categories.
12.54 When a plan’s financial statements are presented in both an employer’s report and a separate GAAP report, the employer may limit its
disclosures to certain items if it discloses information about how to obtain the
separate report. Paragraph 30 of GASB Statement No. 43 describes the disclosures required in this circumstance. (See paragraph 12.41 concerning determining whether the separate report is a GAAP report.)
12.55 GASB Statement No. 43 requires OPEB plans to present two
schedules as RSI immediately after the notes to the financial statements. The
required schedules are (a) the progress being made in accumulating sufficient
assets to pay benefits when due and (b) employer contributions to the plan. The
schedule of funding progress reports the actuarial value of assets, the actuarial
accrued liability, and the relationship between the two over time. The schedule
of employer contributions reports the ARC of the employer(s) and the percentage of ARC recognized by the plan as contributions. The required schedules
should be accompanied by notes regarding factors that significantly affect the
identification of trends in the amounts reported. (Chapters 4 and 14 discuss the
auditor’s responsibility for and reporting on RSI.)
12.56 OPEB plans are required to measure all actuarially determined
information included in their financial reports in accordance with certain
parameters. The parameters include requirements for the frequency and timing
of actuarial valuations as well as for the actuarial methods and assumptions
that are acceptable for financial reporting. The parameters require that the
selection of actuarial assumptions, including the health care cost trend rate for
postemployment health care plans, be guided by applicable actuarial standards.
If the methods and assumptions used in determining a plan’s funding requirements meet the parameters, the same methods and assumptions are required
for financial reporting by both a plan and its participating employer(s). However, if a plan’s method of financing does not meet the parameters (for example,
the plan is financed on a pay-as-you-go basis), the parameters apply, nevertheless, for financial reporting purposes. See chapter 8 of this guide and
paragraphs 33–34 of GASB Statement No. 43 for additional information regarding the parameters.
12.57 For financial reporting purposes, an actuarial valuation is required
at least biennially for OPEB plans with a total membership of 200 or more, and
at least triennially for plans with a total membership of fewer than 200. The
projection of benefits should include all benefits covered by the current substantive plan (the plan as understood by the employer and plan members) at
the time of each valuation and should take into consideration the pattern of
sharing of benefit costs between the employer and plan members to that point,
as well as certain legal or contractual caps on benefits to be provided.18 OPEB
plans with a total membership of fewer than 100 have the option to apply a
18
See also GASB Technical Bulletin (TB) No. 2006-1, Accounting and Financial Reporting
by Employers and OPEB Plans for Payments from the Federal Government Pursuant to the
Retiree Drug Subsidy Provisions of Medicare Part D, which clarifies the application of existing
standards of accounting and financial reporting to payments that an employer or a defined
benefit other postemployment benefit plan receives from the federal government pursuant to
the retiree drug subsidy provisions of Medicare Part D, as established in the Medicare
Prescription Drug, Improvement, and Modernization Act of 2003.
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simplified alternative measurement method instead of obtaining actuarial
valuations. This alternative method includes the same broad measurement
steps as an actuarial valuation; however, it permits simplification of certain
assumptions to make the method potentially usable by nonspecialists. See
paragraphs 38–40 of GASB Statement No. 43, as amended, for additional
guidance on the alternative measurement method. For agent multipleemployer OPEB plans, the requirement to obtain an actuarial valuation can be
met by reporting aggregated individual-employer OPEB plan information
determined by actuarial valuations or measurements using the alternative
measurement method for individual-employer OPEB plans that are eligible,
regardless of the number of total plan members in the agent multiple-employer
OPEB plan.

OPEB Plans That Are Not Administered as Trusts or Equivalent
Arrangements
12.58 Multiple-employer defined benefit OPEB plans that are not administered as trusts or equivalent arrangements should be classified as agent
multiple-employer plans—which also affects accounting and financial reporting
by employers in such plans (classified as agent employers in conformity with
GASB Statement No. 45)—and the plans should be reported as agency funds.
Any assets accumulated in excess of liabilities to pay premiums or benefits, or
for investment or administrative expenses, should be offset by liabilities to
participating employers. Required notes to the financial statements include a
brief plan description, a summary of significant accounting policies, and information about contributions.
12.59 Defined contribution plans that provide OPEB are required to
follow the requirements for financial reporting by fiduciary funds generally, and
by component units that are fiduciary in nature, set forth in GASB Statement
No. 34, as amended, and the disclosure requirements set forth in paragraph 41
of GASB Statement No. 25, as amended.

Public Entity Risk Pools
12.60 A public entity risk pool is a cooperative group of governmental
entities joining together to finance an exposure, liability, or risk relating to, for
example, property and liability, workers’ compensation, or employee health care
claims. A pool may be a stand-alone entity or a component unit of or a part of
a governmental entity that acts as the pool’s sponsor. All public entity risk pools
should account for their activities in an enterprise fund regardless of whether
there is a transfer or pooling of risk (and regardless of whether the criteria in
GASB Statement No. 34 paragraph 67 requiring the use of enterprise funds is
met). The auditor should apply the concept of opinion units in planning,
performing, evaluating the results of, and reporting on audits of public entity
risk pools, as discussed in paragraph 12.09. Public entity risk pools are subject
to various legal and contractual provisions that may affect their financial
statements. As discussed in paragraph 12.10, the auditor should consider
whether it is necessary to evaluate the entity’s compliance with those requirements as part of the financial statement audit and follow the guidance in AU-C
section 250.
12.61 The principal GASB pronouncements relating to the accounting and
financial reporting for public entity risk pools are GASB Statement No. 10,
Accounting and Financial Reporting for Risk Financing and Related Insurance
Issues, as amended, and No. 30, Risk Financing Omnibus—an amendment of
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GASB Statement No. 10, as amended, and GASB Interpretation No. 4, Accounting and Financial Reporting for Capitalization Contributions to Public Entity
Risk Pools—an interpretation of GASB Statements No. 10 and 14. Chapter 3 of
the GASB Q&A provides additional guidance. In addition, GASB Q&A item
7.73.3 discusses how interest earnings on a public entity risk pool’s investments
generally should be classified as nonoperating revenue.
12.62 As discussed in chapter 1, the AICPA Audit and Accounting Guide
Property and Liability Insurance Entities includes governmental entities (specifically public entity risk pools) in its scope, and, thus, auditors should consult
that guide for auditing considerations unique to public entity risk pools.
Further, Property and Liability Insurance Entities was cleared by GASB before
it was issued. Therefore, the accounting and financial reporting guidance in
that guide constitutes category (b) accounting and financial reporting guidance
for public entity risk pools. In practice, auditors of public entity risk pools may
use Property and Liability Insurance Entities as the primary source of guidance
for audits of those entities because that guide addresses transactions that are
unique to or prevalent in the insurance industry. This guide, however, contains
information about governmental accounting and financial reporting standards
and other matters that are unique to or prevalent in government and not
included in Property and Liability Insurance Entities. Those matters are
discussed throughout this guide, but the most potentially relevant matters for
the financial statements of legally separate public entity risk pools are in the
section of this chapter titled “Financial Reporting Requirements for SpecialPurpose Governments,” the “Auditing Considerations” sections of other chapters, chapters 4, 13–14, and 16, and appendix D.
12.63 GASB Statement No. 10 paragraphs 18–50 as amended and interpreted, provide accounting and financial reporting guidance for public entity
risk pools in which there is some transfer or pooling (sharing) of risk. Those
standards concern the recognition of various revenues and costs (such as
premium revenues, claims costs, policy or participation contract acquisition
costs, and policyholder dividends), the valuation of investments (see chapter 5,
“Financial Instruments”), and certain specific disclosures. GASB Statement No.
10, as amended, requires certain revenue and claims development information
to be included as RSI immediately after the notes to financial statements in
separate pool financial reports. Pools included as part of a reporting entity and
that do not issue separate financial reports should present the RSI after the
notes to the reporting entity’s financial statements. However, if the reporting
entity issues a comprehensive annual financial report, GASB Statement No. 30
paragraph 7 permits those pools to present the RSI in the statistical section.
However, the placement of that information in the statistical section does not
change its character as RSI, or the nature of the limited procedures or the
auditor’s reporting on it. (Chapters 4 and 14 discuss the auditor’s responsibility
for and reporting on RSI.)
12.64 GASB Statement No. 10 paragraph 51 provides that public entity
risk pools that do not transfer or pool risk among participants are acting as
claims servicers and not insurers. The activity statements of these pools should
report claims servicing revenue and administrative costs. Amounts collected or
due from pool participants and paid to settle claims should be reported as a net
asset or liability on an accrual basis.
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External Investment Pools
12.65 An external investment pool is an arrangement that commingles
(pools) the moneys of more than one legally separate entity and invests, on the
participants’ behalf, in an investment portfolio; one or more of the participants
is not part of the sponsor’s reporting entity. External investment pools sponsored by individual state or local governments or jointly by more than one
government are known as governmental external investment pools.
12.66 The principal GASB pronouncement relating to the accounting and
financial reporting for governmental external investment pools is GASB Statement No. 31, Accounting and Financial Reporting for Certain Investments and
for External Investment Pools, as amended. Chapter 6 of the GASB Q&A
provides additional guidance.
12.67 The manner in which governmental external investment pools
value their investments depends on whether the pool has a policy to and
operates in conformity with the Securities and Exchange Commission’s (SEC’s)
Rule 2a7, as promulgated under the Investment Company Act of 1940, as
amended. In order to qualify as a 2a7-like pool, the pool should satisfy all SEC
requirements of Rule 2a7, including that a group of individuals fulfills the
functions of a board of directors, except the following conditions do not preclude
a pool from being considered a 2a7-like pool: (a) the principal executive officer
of the pool, who can be an elected official, has the power to enter into contracts
and make personnel decisions; however, investment policies should nevertheless be set by the group of individuals that fulfills the functions of a board of
directors; and (b) the pool is not required to register with the SEC. Pools that
operate in this manner are termed “2a7-like pools” and are permitted to report
their investments at amortized cost. Such a pool, for example, that has significant investments that are not of adequate credit quality would not qualify
as a 2a7-like pool. Governments with investments in a 2a7-like pool should
measure their investment at the net asset value per share provided by the pool.
Governmental external investment pools, other than 2a7-like pools, generally
report investments at fair value. An exception to this is that short-term debt
investments with remaining maturities of up to 90 days at the date of the
financial statements may be reported at amortized cost, provided that the fair
value of those investments is not significantly affected by the impairment of the
credit standing of the issuer or by other factors. GASB Statement No. 31, as
amended, provides guidance for valuing particular types of investments at fair
value and for measuring investment income. Chapter 5 of this guide describes
that guidance and discusses related auditing considerations.
12.68 GASB Statement No. 31 paragraph 17 states that separate or
stand-alone annual financial reports for governmental external investment
pools should include a statement of net position and a statement of changes in
net position prepared on the economic resources measurement focus and the
accrual basis of accounting. All investment income, including changes in the fair
value of investments, should be reported in the statement of changes in net
position. GASB Statement No. 31 paragraph 13 provides that when the change
in the fair value of investments is identified separately as an element of
investment income, it should be captioned “net increase (decrease) in the fair
value of investments.”
12.69 GASB Statement No. 31 paragraph 17 provides certain disclosure
requirements for the separate financial reports of governmental external
investment pools, in addition to those required by other GASB standards as
discussed in other chapters of this guide.
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12.70 GASB Statement No. 31 paragraph 18, as amended by GASB
Statement No. 34, requires governments that sponsor one or more external
investment pools (sponsoring governments) to report the external portion19 of
each pool as a separate investment trust fund, presenting statements of
fiduciary net position and changes in fiduciary net position for each investment
trust fund and captioning the difference between the external pool assets and
liabilities as net position held in trust for pool participants. This requirement
for reporting each pool as a separate fund applies to the sponsoring government’s combining and individual fund financial statements, which are not part
of the government’s basic financial statements. Rather, combining and individual fund financial statements are presented as “GASB defined” SI. (Chapters
4 and 14 discuss the auditor’s responsibility for and reporting on OI and SI
under AU-C sections 720 and 725, respectively.)
12.71 If an external investment pool issues a separate report, GASB
Statement No. 31 paragraph 19 requires the sponsoring government to describe
in the notes to the financial statements how to obtain that report. If an external
investment pool does not issue such a report, the sponsoring government’s notes
to the financial statements should include certain disclosures, including, for
example, condensed statements of net position and changes in net position for
each pool. The presumption in this disclosure requirement is that the separate
pool report conforms with GAAP. An unmodified auditor’s opinion on the pool’s
separate report could provide evidence of conformity with that requirement. If
a pool’s separate report is not presented in conformity with GAAP, the sponsoring government does not qualify to limit its disclosure of pool information to
a reference to the separate report.
12.72 Other chapters of this guide, in particular chapter 5, discuss accounting and financial reporting standards that affect governmental external
investment pools as well as audit objectives, internal control features, and audit
procedures that would be appropriate for audits of those pools. There are unique
accounting and financial reporting requirements for such pools as well as the
various compliance requirements that affect how they operate. Those compliance requirements may affect, for example, allowable investments, investment
income allocation, and distributions and reports to pool participants. (See
paragraph 12.10 concerning the auditor’s responsibility for compliance requirements in a financial statement audit.) The auditor should apply the concept of
opinion units in planning, performing, evaluating the results of, and reporting
on audits of governmental external investment pools, as discussed in paragraph
12.09. Further, the accounting and financial reporting guidance in the AICPA
Audit and Accounting Guides Brokers and Dealers in Securities; Depository and
Lending Institutions: Banks and Savings Institutions, Credit Unions, Finance
Companies and Mortgage Companies; Special Considerations in Auditing Financial Instruments; and Investment Companies do not constitute category
(b) accounting and financial reporting guidance for governmental entities
because the AICPA did not make those guides applicable to those entities and
GASB did not clear them. However, even though those guides are not applicable
to governmental entities, auditors could consider referring to them for specific
auditing considerations relating to external investment pools (such as, for
example, audit procedures relating to cash and investments).

19
The external portion of an external investment pool is the portion that belongs to legally
separate entities that are not part of the sponsoring government’s financial reporting entity.
The internal portion of each external investment pool is the portion that belongs to the primary
government and its component units and should be reported as assets in those funds and
component units.
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Colleges and Universities
Update 12-5 Accounting and Reporting: Reporting Entity
GASB Statement No. 61, issued in November 2010, is effective for periods
beginning after June 15, 2012. Earlier application is encouraged. In the first
period this statement is applied, changes should be treated as an adjustment
of prior periods and financial statements presented for the periods affected
should be restated.
GASB Statement No. 61 amends GASB Statement Nos. 14 and 34 by amending
the criteria for including component units and for blending component units in
the financial statements of the primary government. In addition, GASB Statement No. 61 requires reporting condensed combining information in the notes
to the financial statements for component units that are blended through
consolidation into the single column of primary governments that are businesstype activities reporting in a single column (such as a state university). GASB
Statement No. 61 also clarifies the reporting of equity interests in legally
separate organizations.
For more information about the effects of GASB Statement No. 61 upon its
implementation, a summary of this statement is included in section A.01 in
appendix A.
12.73 Many college and universities are governmental entities. Some
governmental (public) colleges and universities are part of the legal entity of a
state or local government,20 whereas others are primary governments, standalone governments, or component units of a primary government. (Chapter 3
discusses the definition of the financial reporting entity and financial reporting
provisions of GASB Statement No. 14, as amended.) This section often uses the
terms public institutions and institutions to refer to public colleges and universities. The auditor should apply the concept of opinion units in planning,
performing, evaluating the results of, and reporting on audits of colleges and
universities, as discussed in paragraph 12.09.

Financial Reporting Requirements
12.74 GASB Statement No. 35, Basic Financial Statements—and Management’s Discussion and Analysis—for Public Colleges and Universities—an
amendment of GASB Statement No. 34, requires that public institutions apply
the accounting and financial reporting standards of GASB Statement No. 34.
A public institution that is not a legally separate entity should be reported
within the fund structure of the government of which it is a part. A public
institution that is a legally separate entity should report as a special-purpose
government (a) engaged only in business-type activities, (b) engaged only in
governmental activities, or (c) engaged in both governmental and business-type
activities, as discussed in paragraphs 12.04–.07. Each institution should determine which of the three presentations is most appropriate to its activities.
A primary government or other entity with financial reporting oversight
responsibilities may require a particular financial statement presentation for
public institutions. The auditor should evaluate whether a mandated financial
statement presentation is in conformity with GAAP for a particular institution.
An institution’s other accounting and financial reporting policies or processes
20
Public college and universities that are part of the legal entity of a state or local
government sometimes issue separate individual fund or departmental financial statements,
as discussed in chapter 14.
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also may be mandated by other entities. For example, a primary government
may require that a component unit institution report the expenses in its
enterprise fund statements of revenues, expenses, and changes in fund net
position by function (for example, instruction, academic support, student services, and so forth), rather than by natural (object) classification (for example,
salaries and wages, employee benefits, supplies, and utilities).
12.75 If a legally separate institution reports as engaged only in businesstype activities, it should present its activities using the three financial statements required for enterprise funds—a statement of fund net position; a
statement of revenues, expenses, and changes in fund net position; and a
statement of cash flows.21 An institution’s presentation of more than one
enterprise fund is governed by NCGA Statement No. 1 paragraph 30 as
amended, which indicates that individual funds are not required for financial
reporting purposes unless required by legal or contractual provisions or by
GAAP. (Item 7.97.4 of the GASB Q&A discusses an institution’s presentation
of financial information in multiple columns.)
12.76 If a legally separate public institution is engaged only in governmental activities or engaged in both governmental and business-type activities,
it should present both the government-wide financial statements and the
applicable fund financial statements required by GASB Statement No. 34. (See
the discussion of those financial statements in paragraphs 12.05–.06 and
chapter 2.)

Internal Control and Compliance Requirements
12.77 Because of the unique characteristics of each public institution, it is
not possible to suggest uniform or standard internal control. Further, internal
control may not be the same across all units of a multicampus or multiinstitution system. Auditors should obtain a sufficient understanding of the
entity and its environment, including its internal control, to assess the risk of
material misstatement of the financial statements whether due to fraud or
error, and to design the nature, timing, and extent of further audit procedures.
12.78 Public institutions usually are subject to various legal and contractual provisions that may affect their financial statements. For example, besides
the financial reporting requirements discussed in paragraph 12.77, there may
be compliance requirements relating to grants, appropriations from other
governments, contributions, endowments, split-interest agreements, and debt
issuances. As discussed in paragraph 12.10, the auditor should consider whether
it is necessary to evaluate the institution’s compliance with those requirements
as part of the financial statement audit and follow the guidance in AU-C section
250.

21
Although not required, GASB Statement No. 34 paragraph 123 encourages entities that
report as engaged only in business-type activities also to present as supplementary information
other than RSI (referred to in this guide as “GASB defined” SI) a statement of activities (which
is the government-wide activity statement as discussed in chapter 2). It also encourages entities
to present such a statement of activities as “GASB defined” SI for multiple-function enterprise
funds if they want to present disaggregated data beyond what is required for segment
reporting. (Chapter 4, “General Auditing Considerations,” and chapter 14 discuss the auditor’s
responsibility for and reporting on other information (OI) and supplementary information (SI)
under AU-C sections 720, Other Information in Documents Containing Audited Financial
Statements, and 725, Supplementary Information in Relation to the Financial Statements as a
Whole [AICPA, Professional Standards], respectively.)
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Governmental and Private-Sector, Not-for-Profit Accounting and
Financial Reporting Differences
12.79 There are various differences between the accounting and financial
reporting standards for public institutions and those for not-for-profit institutions, many of which are highlighted in the following list. (This listing is
provided to help auditors experienced with not-for-profit institutions. Auditors
who are unfamiliar with not-for-profit standards do not need to understand
those standards to understand the standards for public institutions.) Auditors
should become familiar with governmental standards for public institutions as
discussed in this section and elsewhere in this guide when performing audits
for those entities:

22

•

Order of presentation of assets and liabilities. Governmental standards require the enterprise fund statement of net position to present
assets and liabilities as current or long-term and the governmentwide statement of net position to present assets and liabilities based
on liquidity or on current and long-term classifications. (See chapter
2.) Not-for-profit standards require not-for-profit institutions to provide information about liquidity or maturity of assets and liabilities
either in the statement of financial position or in the notes to the
financial statements.

•

Accounting and financial reporting for specific types of transactions.
Governmental standards for certain types of transactions, such as
investments, nonexchange transactions, pensions, and OPEB (see
chapters 5–6 and 8), differ from not-for-profit standards.

•

Pell grants. Under governmental standards, public institutions consider Pell grants to be pass-through grants and report the federal
funds as nonoperating22 revenues (see paragraph 12.82). Not-forprofit accounting does not treat third-party payments for services as
contributions. Consequently, not-for-profit institutions treat Pell grants
as agency transactions and do not report the federal funds as contribution revenue to the institution.

•

Promises to give (pledges). Not-for-profit standards require the discounting of unconditional promises to give that are to be received
over an extended period. Governmental standards neither require
nor prohibit discounting. (See chapter 6.)

•

Contributions made to other organizations. Donors sometimes make
contributions to one organization for the benefit of another organization. Not-for-profit standards require an institution that is the
ultimate beneficiary of such a contribution to recognize the contribution and the asset held by the recipient organization under certain
circumstances. Governmental standards may require the presentation as a component unit of a legally separate, tax-exempt organization that receives or holds economic resources entirely or almost
entirely for the direct benefit of the primary government, its component units, or its constituents. (See the further discussion in
paragraph 12.101.)

•

Use of restricted component of net position. Not-for-profit standards
require that when an expense is made for a purpose for which both
unrestricted and temporarily restricted net position exists, the expense should be charged to restricted net position unless the expense

GASB Q&A item 7.72.10.
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is directly attributable to another specific external revenue source.
Governmental standards require that restricted net position be reported until the resources are used for the specified purpose. Even
though governmental standards do not impose a “flow assumption”
for purposes of expense recognition, a public institution’s management should establish a policy concerning whether to first apply
specific expenses to unrestricted or restricted resources because
governmental standards require disclosure of that policy. (See the
additional discussion of this provision of governmental standards in
chapter 8.)

•

The financial reporting of equity. Governmental standards establish
the following three components of net position for presentation in
government-wide and enterprise fund financial statements—(a) net
investment in capital assets, (b) restricted, and (c) unrestricted.
Not-for-profit standards establish the following three classes of net
assets—(a) permanently restricted, (b) temporarily restricted, and
(c) unrestricted. Governmental standards require that restricted net
position be displayed separately for expendable and nonexpendable
restricted net position and that the purpose of restricted net position
be displayed to some extent. Not-for-profit standards permit display
of the purpose of temporarily restricted net assets but alternatively
permits those purposes to be disclosed in the notes to the financial
statements. Governmental standards prohibit display of management designations of unrestricted net position on the face of the
government-wide and enterprise fund financial statements but do
not prohibit disclosure in the notes. Not-for-profit standards permit
information about designations to be provided in notes to or on the
face of the financial statements. (See the further discussion of the
display and disclosure of equity in chapter 10, “Net Position and
Financial Statement Reconciliations.”)

•

Cash flows statements. Governmental standards require that cash
flows statements for enterprise funds be prepared using the direct
method. Not-for-profit standards permit either the direct or indirect
method. With the use of the direct method, governmental standards
require a reconciliation from operating income to net cash flow from
operating activities, whereas not-for-profit standards require the
reconciliation to be from the change in net assets. Governmental
standards specify four categories for reporting cash flows (see chapter 2), whereas standards for not-for-profit institutions specify three
categories. Although two of the categories (operating and investing)
are named the same in governmental and not-for-profit standards,
and governmental standards have two financing categories whereas
not-for-profit standards only have one financing category, the cash
flows reported within each category differ in several significant ways
between governmental and not-for-profit standards.

•

Note disclosures. Governmental standards require specific information in note disclosures that are not required by standards applicable
to not-for-profit institutions, such as for cash and investments (see
chapter 5), capital assets (see chapter 7), and long-term debt and
segments (see chapter 8). Similarly, standards applicable to not-forprofit institutions require specific information in note disclosures
that are not required by governmental standards.
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•

Required supplementary information. Governmental standards require the presentation of an MD&A and other applicable RSI. (Chapter 2 discusses GASB’s RSI requirements and chapters 4 and 14
discuss the auditor’s responsibility for and reporting on RSI.) There
are no RSI requirements for not-for-profit colleges and universities.

Tuition and Fees
12.80 GASB Q&A item 7.72.13 provides that revenues from tuition and
student fees of an academic term that encompass two fiscal years—for example,
a summer session—should be recognized partly in each year by accruing the
amount earned each year.

Scholarship Discounts and Allowances
12.81 GASB Statement No. 34 footnote 41 requires proprietary funds
(which include enterprise funds) to report revenues net of discounts and
allowances with the discount or allowance amount parenthetically disclosed on
the face of the statement of revenues, expenses, and changes in fund net
position or in a note to the financial statements. Alternatively, revenues may be
reported gross with the related discounts and allowances reported directly
beneath the revenue amount. That requirement applies to scholarship discounts and allowances that satisfy a student’s tuition and fees, housing, meals,
books, and other goods and services provided by the institution. For such
discounts and allowances reported for governmental activities in the governmentwide statement of activities, item 7.40.3 of the GASB Q&A states that the same
reporting requirements should be applied.

Pell Grants
12.82 Pell grants (Catalog of Federal Domestic Assistance program number 84.063) is an entitlement program funded by the federal government that
is a major source of aid to college and university students. Institutions have
administrative and direct financial involvement with Pell grants because they
determine eligible secondary recipients (such as determining that students are
enrolled in eligible programs and in the number of credit hours required for the
level of awards) and are liable for disallowed costs. Therefore, under the
provisions of GASB Statement No. 24, Accounting and Financial Reporting for
Certain Grants and Other Financial Assistance, paragraph 5, institutions
should report Pell grants as nonoperating revenues. (Item 7.72.10 of the GASB
Q&A discusses the reporting of Pell grants.)

Enterprise Fund Revenue and Cash-Flow Classifications
12.83 Paragraphs 12.73–.76 discuss how institutions should classify certain resource inflows (a) as operating revenues, nonoperating revenues, or
capital contributions in the enterprise fund statement of revenues, expenses,
and changes in fund net position and (b) as cash flows from operating,
noncapital financing, capital and related financing, or investing activities in the
enterprise fund statement of cash flows. Chapter 6 discusses the GASB Statement No. 34, as amended, standards for revenue classifications and disclosures,
including how defining a proprietary fund’s operating revenues and expenses
should consider how individual transactions would be categorized for purposes
of preparing a statement of cash flows. Chapter 2 discusses the requirements
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of GASB Statement No. 9, Reporting Cash Flows of Proprietary and Nonexpendable Trust Funds and Governmental Entities That Use Proprietary Fund
Accounting, as amended.

Research Grants and Contracts
12.84 Public institutions receive funding from various sources—the federal government, state and local governments, businesses, and individuals—for
various purposes. As stated in GASB Q&A item 7.73.1, revenues for which cash
flows are reported as from operating activities likely also would be regarded as
operating revenues. GASB Statement No. 9 paragraph 17c provides that cash
flows from operating activities include cash receipts from grants for specific
activities that are considered to be operating activities of the grantor government, stating that a grant arrangement of this type is essentially the same as
a contract for services. Therefore, revenue from research grants and contracts
that meet the criterion for reporting as cash flows from operating activities also
generally should be reported as operating revenue. The auditor should understand the predominant characteristics and substance of research grants and
contracts to evaluate how management has classified those amounts in the
statement of cash flows and the statement of revenues, expenses, and changes
in fund net position.

State and Local Government Appropriations
12.85 Many public institutions receive appropriations from state or local
governments. As provided in chapter 6, nonoperating revenues generally should
include revenues from appropriations between primary governments and their
component units for operating purposes or that may be used, at the recipient’s
discretion, for either operating purposes or capital outlay.23 Item 7.73.4 of the
GASB Q&A indicates that institutions cannot establish a policy to include state
appropriations in operating revenues. The illustrative statement of cash flows
in the nonauthoritative appendix D of GASB Statement No. 35 illustrates cash
flows from appropriations as cash flows from noncapital financing activities
and capital and related financing activities.

Federal Land Grant Income
12.86 In the past, the federal government provided land to certain institutions, including land grant institutions, to be used to generate funds for the
institutions in perpetuity. Those assets provide support to the institutions
through the investment of moneys from the sale of the land or income produced
by the land through mineral or other rights. Those assets would be endowments24 if held by the institutions, but they usually are administered by a state
land office or other governmental agency. There often are state statutes or other
externally imposed restrictions on an institution’s use of the income from those
grants. The source of the revenues and any externally imposed restrictions on
their use should be considered in determining the proper revenue classification
in enterprise funds.
23
Items 7.72.8 and 7.73.2 of the GASB Q&A support this classification requirement. Those
items also indicate that revenues that are restricted for the acquisition or construction of
capital assets should be classified as capital contributions, reported separately after nonoperating revenues and expenses, not as nonoperating revenues.
24
The provisions of GASB Statement No. 52, Land and Other Real Estate Held as
Investments by Endowments, may be applicable depending on the facts and circumstances. See
chapter 5, “Financial Instruments,” of this guide for additional discussion of GASB Statement
No. 52.
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Third-Party Student Loans
12.87 Many students or their parents secure loans from a source other
than the institution to assist with the cost of attending the institution. These
are transactions between the students or parents and the lender, for example,
a financial institution, the U.S. Department of Education, or a state loan
program. Institutions receive funds from the lenders and then disburse funds
to students or apply amounts to the students’ accounts. These third-party
transactions are not within the scope of GASB Statement No. 24, as amended,
because they are not pass-through grants. There is no governmental standard
that requires institutions to report the loan amounts received and disbursed as
revenue. Institutions that report as engaged only in business-type activities
and that have an accounting policy to report undisbursed loans at year-end as
assets and liabilities in an enterprise fund statement of fund net position
should report the cash flows for these third-party student loans in the enterprise fund statement of cash flows. GASB has provided no guidance concerning
the appropriate category for reporting those cash flows. Some believe that
reporting them as cash flows from noncapital financing activities is appropriate
because the cash flows do not represent operating activities. Others note that
cash flows from third-party loans are not listed in GASB standards as cash
flows from capital and related financing, noncapital financing, or investing
activities. They therefore believe that these cash flows should be reported as
from operating activities based on GASB Statement No. 9 paragraph 17e, which
specifies this category should include “all other cash receipts that do not result
from transactions defined as capital and related financing, noncapital financing, or investing activities.”

Institutional Student Loans
12.88 As opposed to third-party student loans discussed in paragraph
12.87, institutions often make student loans from institutional funds and earn
interest income from making those loans. Guidance related to classifying that
interest income as operating or nonoperating revenue in the enterprise fund
statement of revenues, expenses, and changes in fund net position can be
derived from GASB Statement No. 9 paragraph 19, which addresses classification for cash-flow purposes. Student loans from an institution’s funds are not
intended to be investments, but are undertaken, instead, to fulfill a governmental responsibility. Because such “program loans” are made and collected as
part of a governmental program and are part of the operating activities of the
governmental enterprise, the related cash flows should be classified as operating activities. (The illustrative statement of cash flows in the nonauthoritative appendix D of GASB Statement No. 35 illustrates this classification.)
Similarly, interest income on the loans should be reported as operating revenue.
(The principal amounts of the loans made and collected are reported as
balance-sheet transactions and do not affect the enterprise fund statement of
revenues, expenses, and changes in fund net position.)

Investment Income on Endowment Resources25
12.89 GASB Statement No. 9 requires cash inflows from investing activities (other than “program loans” as discussed in paragraph 12.88) to be
classified in a category separate from cash flows from operating activities.
Further, GASB Q&A item 2.2.1 states that operating income typically excludes
interest income. Thus, investment income on endowment resources generally
25

See the discussion of endowments starting in paragraph 12.91.
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should be classified as nonoperating revenues in the enterprise fund statement
of revenues, expenses, and changes in fund net position.26 GASB Statement No.
31, as amended, permits the change in fair value of investments to be presented
separately or combined with other investment income as a single amount.
GASB Statement No. 52, Land and Other Real Estate Held as Investments by
Endowments, establishes standards that require endowments to report their
land and other real estate held as investments at fair value and to make certain
disclosures about those investments. See chapter 5 of this guide for more
information on GASB Statement No. 52.

Government-Wide Revenue Classification
12.90 Often, a public institution that presents its financial statements
using enterprise fund accounting and financial reporting standards also will
present or be presented in a government-wide statement of activities. This
would occur, for example, when a component unit institution is included in a
reporting entity’s financial statements. In the statement of activities, revenues
that are not presented as contributions to term or permanent endowments,
contributions to permanent fund principal, or special or extraordinary items are
presented as either program revenues or general revenues. As discussed in
GASB Q&A item 7.45.1, the distinction between operating and nonoperating
revenues is not required to be made in the government-wide statement of
activities. That item states that some nonoperating revenues satisfy the criteria
to be reported as program revenues, whereas some may be reported as general
revenues. It further states that capital contributions (which are reported
separately of operating and nonoperating revenues in the proprietary fund
financial statements) often would be reported as program revenues. Item 7.37.3
of the GASB Q&A discusses the reporting of the change in fair value of
investments as program or general revenues. When component unit public
institutions do not present a government-wide statement of activities, their
primary governments may require them to include government-wide revenue
classification information in their basic financial statements so that audited
information is available for the reporting entity’s financial statements. Other
governments will infer that information from the component unit financial
statements as discussed in item 7.26.6 of the GASB Q&A.

Endowments
12.91 Many public institutions have endowments, and the amounts may
be large. The auditor should have an understanding of the legal and contractual
provisions for endowments that could have a material effect on the financial
statements, which may involve understanding the types of endowments, the
applicable state law, how the institution manages the investment of the
amounts, how the institution decides how much of the revenue to spend
currently, and the proper financial reporting of both the earnings and net
position. Institutions often define three types of endowments—permanent (or
true) endowments, term endowments, and quasi-endowments. The following
describes those three types of endowments and how their balances and activities are reported in enterprise funds. Paragraph 12.89 and footnote 26 discuss
enterprise fund reporting of investment income on endowment resources:

26
GASB Q&A item 7.73.5 discusses how interest earnings on endowments generally should
be classified as nonoperating revenue. In addition, item 7.74.3 states that it is not appropriate
to report investment income restricted to increase permanent or term endowments as “additions to permanent or term endowments.”
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•

Permanent (or true) endowments are amounts for which donors or
other outside entities have stipulated, as a condition of the gift
instrument, that the principal is to be maintained in perpetuity.
Terms of the gift instrument will stipulate how earnings on the
endowment principal are to be used—either added to the endowment
account, used for some specific restricted purpose, or used for unrestricted purposes. The net position of permanent endowments should
be reported as restricted and nonexpendable. (The GASB Q&A item
7.24.14 discusses the valuation of nonexpendable net position in a
situation in which the fair value of a permanent endowment is less
than its original principal amount.) Net position resulting from
earnings should be reported in a component of net position based on
the stipulations in the gift instrument.27

•

Term endowments are similar to permanent endowments except
that, upon the passage of a stated period of time or the happening of
a particular event, all or a part of the principal may be expended.
Terms of the gift instrument will stipulate how earnings are to be
used. The net position of term endowments should be re ported as
restricted and expendable (see GASB Q&A item 7.24.6). Net position
resulting from earnings should be reported in a component of net
position based on the stipulations in the gift instrument.

•

Quasi-endowments (or funds functioning as endowments) are amounts
that the institution’s governing board, rather than a donor or other
outside entity, has determined should be managed as if they were a
permanent or term endowment. (Those amounts may have come from
unrestricted resources or from moneys that a donor or other outside
entity restricted for use for a particular purpose.) Net position should
be reported as if the board had not designated the amounts as
quasi-endowments. Thus, net position should be reported as restricted and expendable or as unrestricted, depending on whether
there are restrictions on the resources used to create the quasiendowment.

12.92 A major issue concerning permanent and term endowments is
whether the endowments are governed by trust law. The most significant
consequence of the resulting conclusion is whether realized and unrealized
appreciation on investments should be considered to increase the endowment
balance or whether all or part of the appreciation may be expended the same
as income. Income includes dividends, interest, rents, royalties, and the like but
not gains from appreciation. The traditional legal view is that endowments are
subject to treatment as trusts. Under classical trust doctrines, gains on endowment funds can be added only to principal and cannot be expended.
12.93 Most institutions today do not consider endowment funds to be
governed by trust law. Advocates of this legal view hold that the trust law is
inapplicable to endowment funds and that the concepts of corporate law are
more applicable if the issues involved are administrative in nature, such as
endowment investment management and allocation of gains to income or
principal. The corporate law concept views the institution as the absolute owner
of gifts with the obligation to include gains as income. Under the corporate law
concept, the income beneficiary and remainderman are usually the same,
whereas trust law demands a fair division between the income beneficiary and
27
GASB Q&A item 7.24.27 indicates that earnings on a donor-restricted endowment that
the entity (university) voluntarily reinvests into the endowment with the same restrictions as
previous principal amounts also should be classified as (nonexpendable) restricted net position.
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the remainderman (which are two distinct and sometimes antagonistic interests). Under trust law, gains traditionally have been kept for the remainderman. Support for not following trust law is found in the Uniform Prudent
Management of Institutional Funds Act (enacted by most states as of the date
of this guide) and in the Uniform Management of Institutional Funds Act
(originally adopted in some form in all but three states). Other support is found
in the Uniform Prudent Investors Act where that statute has been adopted.
Those laws contain a standard of prudence and the governing board usually is
required to determine how it will allocate earnings to spending and to maintaining the earning power of an endowment amount.
12.94 Most institutions have adopted what is usually referred to as a total
return approach to endowment fund investment management. That approach
emphasizes total investment return—traditional yield plus or minus gains and
losses. Practically all total return approaches emphasize the use of prudence
and a rational and systematic formula in determining the portion of gains that
may be spent and call for the protection of endowment principal from the loss
of purchasing power (inflation) as a primary consideration before spending
gains. Total return approaches have many variations, including some provisions
to eliminate extreme short-term fluctuations in the amounts that are allocated
for spending. The total return approach does not change how earnings are
reported. GASB standards neither require nor prohibit reporting earnings in
more detail (for example, distinguishing between nonendowment and endowment investment income) either on the face of the statement of revenues,
expenses, and changes in fund net position or by note disclosure.
12.95 Paragraph 121 of GASB Statement No. 34 requires note disclosure
of certain information about donor-restricted endowments, including the state
law regarding the ability to spend net appreciation and the spending policy. The
spending policy or spending rate is the amount of the total return that the
institution will make available for spending. State laws vary, even when based
on a uniform act, and under many state laws, the trustees are required to
exercise prudence in setting the spending rate. GASB is silent on the spending
rate other than requiring its disclosure.

Split-Interest Agreements
12.96 Public institutions often have split-interest agreements, which were
at one time called annuity or life income agreements. Split-interest agreements
include charitable gift annuity contracts, pooled life income trusts, charitable
remainder unitrusts, charitable remainder annuity trusts, and charitable lead
annuity trusts.28 These agreements require careful attention to legal and tax
issues. Individual agreements may contain specific provisions on permissible
investments, permissible use of funds when the split-interest ends, or other
matters. Often, some investments may be pooled with those of endowment
accounts. However, in other cases, the provisions of agreements or the inherent
objective of the investments dictate separate investments. In enterprise funds,
earnings on the investment of these assets should be reported as nonoperating
revenues. Determining the proper liability of these agreements is important. In
enterprise funds, net position usually should be reported as restricted and as
28
These and other types of split-interest agreements are described in the AICPA Audit and
Accounting Guide Not-for-Profit Entities. Note that the accounting and financial reporting
guidance for those agreements in AICPA Audit and Accounting Guide Not-for-Profit Entities
does not constitute category (b) guidance for governmental entities because the AICPA did not
make that guide applicable to governmental entities and GASB did not clear it. (See chapter
1 for a discussion of the GAAP hierarchy for governments.)
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expendable or nonexpendable based on the conditions attached to the agreement on how the institution can use the funds when the split-interest terminates. Item 7.72.11 of the GASB Q&A discusses the reporting of split-interest
agreements.

Expense Classifications
12.97 Items 7.72.4–7.72.5 of the GASB Q&A explain that expense classification in the proprietary funds statement of revenues, expenses, and changes
in fund net position may be by natural (object) classification or by function. If
an institution presents its enterprise fund statement of revenues, expenses, and
changes in fund net position using functional classifications, GASB standards
neither require it to allocate nor prohibit it from allocating depreciation and
operations and maintenance of plant expenses to each function, as discussed in
GASB Q&A item 7.29.5.
12.98 GASB Statement No. 34, as amended by GASB Statement No. 37,
Basic Financial Statements—and Management’s Discussion and Analysis—for
State and Local Governments: Omnibus—an amendment of GASB Statements
No. 21 and No. 34, requires the government-wide statement of activities to
present activities accounted for in enterprise funds by different identifiable
activities. (See the further discussion of that requirement in chapter 2.) GASB
Statement No. 37 states that determining whether an activity is different may
require the use of professional judgment but generally is based on the goods,
services, or programs provided by an activity. It also states that for public
institutions reported in enterprise funds, the variety of activities common to
those institutions (such as food service, bookstore, residence halls, and student
unions) generally would not be required to be reported separately because those
various activities might be considered incidental to the delivery of a common
product or service—higher education.

Fund-Raising Costs
12.99 Many public institutions solicit support through fund-raising activities conducted in conjunction with activities related to other functions, such
as program activities or supporting services. AICPA Statement of Position
(SOP) 98-2, Accounting for Costs of Activities of Not-for-Profit Organizations
and State and Local Governmental Entities That Include Fund Raising (AICPA,
Technical Practice Aids, ACC sec. 10,730), included as appendix E of this guide,
establishes accounting and financial reporting standards for the costs of joint
fund-raising and program activities.29 It also requires disclosures about the
nature of the activities for which joint costs have been allocated and the
amounts of joint costs. Although that SOP applies to all governments, its
provisions are only meaningful for entities that report using related functional
classifications.

Segment Disclosures
12.100 GASB Statement No. 34, as amended by GASB Statement No. 37,
requires governments that report enterprise funds or that use enterprise fund
accounting and reporting standards to make certain segment disclosures in the
29
Statement of Position 98-2, Accounting for Costs of Activities of Not-for-Profit Organizations and State and Local Governmental Entities That Include Fund Raising (AICPA, Technical
Practice Aids, ACC sec. 10,730), was cleared by GASB and includes governmental entities in
its scope, and thus is category (b) guidance for governmental entities. See the discussion of the
governmental GAAP hierarchy in chapter 1.
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notes to the financial statements relating to certain debt-financed activities.
(See the further discussion of those requirements and the definition of segments in chapter 8.) GASB Statement No. 37 clarifies that a segment is an
identifiable activity or a grouping of activities and, thus, reinforces the guidance
in GASB Q&A item 7.86.2, which discusses how segment disclosures are made
for a public university’s revenue debt-financed residence halls. According to
paragraph .A67 of AU-C section 501, Audit Evidence—Specific Considerations
for Selected Items (AICPA, Professional Standards), the auditor’s responsibility
regarding the presentation and disclosure of segment information is in relation
to the financial statements of the opinion unit(s) on which the segment
information is based. Paragraph .25 of AU-C section 501 addresses the auditor
requirements for segment information.

Component Units
12.101 In certain situations, public institutions may be required by GASB
standards to include information about certain other legally separate organizations in their financial statements, often by presentation as component units.
This may affect, for example, research foundations, fund-raising foundations,
and university hospitals (as well as their medical practice plans). See the
discussion of GASB Statement No. 14, as amended, in chapter 3.30

Federal UBIT
12.102 Governmental colleges and universities and their wholly owned
subsidiary corporations are subject to federal UBIT,31 which is a tax on income
derived from any trade or business that is regularly carried on and not
substantially related to the organization’s tax-exempt purpose or function. See
the discussion of UBIT in chapter 8.

Specific Guidance for Indian Tribes
12.103 Federally recognized Indian tribes are sovereign entities, and the
federal government considers them to be similar to state governments. Because
they have the power to enact and enforce a tax levy and have the ability to issue
debt that pays interest exempt from federal taxation directly (rather than
through a state or municipal authority), federally recognized Indian tribes meet
the definition of governmental entities in chapter 1 of this guide, and they use
governmental accounting and financial reporting guidance to prepare their
financial statements. Under GASB standards, federally recognized Indian
tribes usually are considered primary or stand-alone governments and, because
they provide various services as would a general-purpose government, should
present both government-wide and fund financial statements (see paragraph
12.05 and chapter 2). As with other governmental entities, the auditor should
apply the concept of opinion units in planning, performing, evaluating the
results of, and reporting on audits of federally recognized Indian tribes, as
discussed in paragraph 12.09.

30
In particular, GASB Statement No. 39, Determining Whether Certain Organizations Are
Component Units—an amendment of GASB Statement No. 14, amends GASB Statement No. 14,
The Financial Reporting Entity to provide additional guidance to determine whether certain
organizations for which the primary government is not financially accountable should be
reported as component units based on the nature and significance of their relationship with the
primary government.
31
See IRS Publication 598, Tax on Unrelated Business Income of Exempt Organizations.
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12.104 Indian tribes often operate housing programs, health care facilities, schools, colleges, and other activities for the benefit of their members.
Specific guidance for some of these activities is provided in other sections of this
chapter. Like state and local governmental entities, Indian tribes often receive
substantial federal awards which are subject to federal audit requirements of
Office of Management and Budget Circular A-133, Audits of States, Local
Governments, and Non-Profit Organizations.
12.105 Tribes also often operate significant business activities in industries such as gaming, hospitality, recreation, real estate management and
development, utilities, farming and ranching. In some cases, such business
activities meet the criteria in paragraph 67 of GASB Statement No. 34 requiring the use of enterprise funds (as discussed in chapter 2). If those criteria are
not met, the activities may be reported in either governmental or enterprise
funds.
12.106 Certain chapters of the accounting and financial reporting guidance in the AICPA Audit and Accounting Guide Gaming provide category (b)
accounting and financial reporting guidance for gaming activities operated by
tribes that use governmental accounting and financial reporting guidance to
prepare their financial statements because GASB cleared those chapters to
apply to governmental entities. (See chapter 1 for a discussion of the GAAP
hierarchy for governments.) Although other chapters of that guide are not
specifically made applicable to governmental entities by GASB, they provide
specific accounting and auditing considerations relating to gaming activities. In
addition, the auditor should obtain an understanding of the Indian tribe and
the environment in which it operates, including federal and state laws and
agreements, such as tribal-state gaming compacts, that govern the types of
gaming and other activities that a tribe may conduct. As discussed in paragraph
12.10, the auditor should consider whether it is necessary to evaluate the tribe’s
compliance with those requirements as part of the financial statement audit.

Specific Guidance for State Governments
12.107 Generally, state governments are large operations, having assets
and operations amounting to billions of dollars. The following discussion
includes a number of accounting, financial reporting, and auditing considerations relating to state governments. Although some of those considerations
also may affect local governments, they are more commonly associated with
state governments.

Nature and Organization of State Governments
12.108 State governments are sovereign entities, with powers that are
limited by their individual constitutions, the powers reserved exclusively for
the federal government by the U.S. Constitution, and the rights guaranteed to
citizens by amendments to the U.S. Constitution. Subject to those limitations,
states can enact, repeal, and modify laws relating to the conduct of economic,
political, social, and individual activities. All other governmental entities within
a state exist as consequences of general or specific authorizations from the state
government and are accorded only those powers provided for in such authorizations. State governments have implicit powers and subordinate governments
created by states generally are limited to the powers expressly provided to them
by the state or not expressly reserved for the state and, in some cases, not
expressly prohibited.
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12.109 To meet the varying needs of citizens, states have established
various forms of state agencies and departments, regional governments, local
governments, and special-purpose governments. The extent and nature of those
organizations affect the structure of service delivery and the state financial
reporting entity and, thus, the audit approach.
12.110 States usually operate on a highly decentralized basis. Given their
numerous and varied activities, most states have established accountability
centers under the control of an elected or high-level appointed official (usually
a state comptroller or treasurer). In many cases, such centers’ responsibilities
are limited to appropriated funds. Consequently, such accountability centers
normally do not maintain accountability for a state’s component units or for
certain large or autonomous agencies or departments (such as highway departments or state universities) that finance their operations primarily through
user fees and purpose-restricted grants and contributions. In addition, in some
states, the accountability centers do not maintain accountability for the operations of the offices of certain statewide elected officials or the state’s
legislative or judicial branches. When a state’s centralized accountability center
does not maintain accountability for certain component units, agencies, departments, or officials, those component units and other organizations maintain
their own accounts and manage their own financial affairs, either with or
without oversight from the accountability center.
12.111 Numerous accounting systems, with varied internal control, can
exist within state governments and such systems may need to be evaluated for
their effects, if any, on audit procedures. Auditors also should consider that
there may be possible conflicts among the state officials with accounting
responsibilities and consider whether the appropriate individuals are included
in planning the audit, advised of audit progress, and provided opportunities to
respond to draft reports.

Specialized Reporting Requirements
12.112 Accounting and reporting requirements for state governments
may extend beyond GAAP. For example, state statutes may mandate certain
additional financial summaries. Management should determine the existence
and specifics of such requirements, including the need for auditor involvement,
possibly through discussions with representatives of the offices of the state’s
attorney general, treasurer, comptroller, and auditor.

Reporting Entity Definition
Update 12-6 Accounting and Reporting: Reporting Entity
GASB Statement No. 61, issued in November 2010, is effective for periods
beginning after June 15, 2012. Earlier application is encouraged. In the first
period this statement is applied, changes should be treated as an adjustment
of prior periods and financial statements presented for the periods affected
should be restated.
GASB Statement No. 61 amends GASB Statement Nos. 14 and 34 by amending
the criteria for including component units and for blending component units in
the financial statements of the primary government. In addition, GASB Statement No. 61 requires reporting condensed combining information in the notes
to the financial statements for component units that are blended through
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consolidation into the single column of primary governments that are businesstype activities reporting in a single column (such as a state university). GASB
Statement No. 61 also clarifies the reporting of equity interests in legally
separate organizations.
For more information about the effects of GASB Statement No. 61 upon its
implementation, a summary of this statement is included in section A.01 in
appendix A.
12.113 Determining a state’s financial reporting entity often is difficult
because of the number, diversity, and autonomy of state component units, the
existence of financially independent agencies and departments, and decentralized accounting systems. States also tend to be involved in more joint ventures
than are local governments. Chapter 3 discusses the definition of the financial
reporting entity and the related accounting and reporting under GASB Statement No. 14, as amended.

Separate Fund, Departmental, Agency, and Program Audits
12.114 Sometimes, separate audits of the GAAP-based financial statements of state funds, departments, agencies, and programs are performed,
either as component elements of the audit of the state’s financial statements or
as completely separate efforts. Chapter 14 discusses those financial statements
and illustrates auditor’s reports for them.

Medicaid
12.115 Medicaid is a federal program that provides health care services to
low-income persons. Medicaid services may be administered by states or
through local governments on behalf of the states. In either case, health care
providers (such as hospitals, physicians, nursing homes, and pharmacies),
including governmental health care providers, are required to follow guidelines
established by the state. Various methods and formulas are used to reimburse
providers for services rendered, including the following:

•

Hospitals and nursing homes may be reimbursed for the costs of
rendering the services, with costs based on retrospective cost reports
filed by the provider.

•

Hospitals and other providers may be paid a predetermined (prospective) amount for each service rendered, based on the nature and
complexity of the services.

•

Nonhospital providers may be reimbursed based on the cost of the
service (such as physician office visits and prescriptions) up to a
maximum amount per service, or on a prospectively set rate that is
based on the complexity of the type of service.

Some states make progress payments to providers, particularly hospitals, based
on interim reports. Settlements may be made after the state’s year-end, based
on audited cost reports. Those settlements can result in either receivables from
or payables to the providers.
12.116 The costs of Medicaid services are shared between the federal and
state governments. In some states, local governments also share in the costs.
Such sharing can vary by state and by the type of service rendered. The auditor
may need to become familiar with the types of services provided and the
cost-sharing arrangements and to evaluate whether the federal and state (and
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local, if applicable) shares have been properly allocated and thereby properly
reported in the financial statements. The auditor also should consider whether
it is necessary to evaluate the state’s compliance with other Medicaid requirements as part of the financial statement audit. (See paragraph 12.10.)
12.117 Governments that administer the Medicaid program should recognize revenue and expenses and expenditures using the provisions of GASB
Statement No. 33, as discussed in chapters 6 and 8. In many cases, Medicaid
service providers may submit claims for payments well after year-end for
services rendered before year-end. Such amounts are known as incurred but not
reported (IBNR) amounts. The state may have to estimate the year-end IBNR
amount payable to, or receivable from, providers. The state may estimate those
IBNR amounts, for example, based on historical actual results that establish a
reliable pattern, adjusted for known changes that affect that amount (such as
increases in the reimbursement rate for particular services). If material, or a
significant risk area, the auditor should evaluate the relevant assertions and
might consider whether such payables and receivables (and related expenses,
expenditures, and revenues) are properly estimated and recorded at year-end,
including whether revenue recognition in governmental funds considers “availability.”

Food Stamps
12.118 Food stamps is a federal program that permits low-income persons
to buy nutritious food and certain necessary household items. GASB Statement
No. 24, as amended,32 provides guidance for how states should report food
stamp transactions in the fund financial statements, requiring that they
recognize distributions of food stamp benefits as revenue and expenditures in
the general fund or a special revenue fund, whether the state distributes the
benefits directly or through agents. Expenditures should be recognized when
the benefits are distributed to the individual recipients by the state or its
agents;33 revenue should be recognized at the same time. States should report
food stamp balances held by them or by their agents at the date of the financial
statements as an asset offset by deferred revenue. Revenue, expenditures, and
balances of food stamps should be measured based on face value. In the
government-wide financial statements, food stamp-related balances and transactions should be measured using the economic resources measurement focus
and the accrual basis of accounting. Physical controls over debit cards could be
considered by the auditor when assessing the risk of material misstatement.
The auditor might consider evaluating whether food stamps balances and
transactions are properly reported in the financial statements. The auditor also
should consider whether it is necessary to evaluate the state’s compliance with
the federal government’s program requirements as part of the financial statement audit. (See paragraph 12.10.)

Unemployment Compensation Benefit Plans
12.119 Unemployment compensation is a federal-state partnership program providing payments to eligible unemployed workers that is funded
principally by “experience-rated” federal and state taxes on employers. GASB
32
GASB Statement No. 33, Accounting and Financial Reporting for Nonexchange Transactions, as amended, does not apply to food stamps.
33
GASB Statement No. 24, Accounting and Financial Reporting for Certain Grants and
Other Financial Assistance, as amended, states that food stamp benefits are distributed in
electronic form when the individual recipients use the benefits.
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Statement No. 34 requires unemployment compensation benefit plans to be
reported as enterprise funds because the employer taxes are considered exchangelike or insurance transactions. NCGA Interpretation No. 9, Certain Fund
Classifications and Balance Sheet Accounts, provides that the administrative
costs related to a state’s unemployment compensation program should be
included in the general fund unless legal provisions require them to be reported
in another fund. GASB Q&A item 7.50.8 states that such administrative
activity should not be reported in the unemployment compensation enterprise
fund. One significant accounting and financial reporting consideration relating
to unemployment compensation plans may concern the calculation of the
benefit liability and disclosure of additional contingencies. (Chapter 8 discusses
the accounting, financial reporting, and auditing for contingent liabilities.) The
auditor also should consider whether it is necessary to evaluate the state’s
compliance with the federal government’s program requirements as part of the
financial statement audit. (See paragraph 12.10.)

Lotteries
12.120 Most states conduct lotteries individually or through a multistate
arrangement. Lottery activities may be (a) part of the state’s legal entity34 or
(b) a legally separate entity that may be a component unit of the state. Lottery
activities generally meet the criteria in GASB Statement No. 34 paragraph 67
requiring the use of enterprise funds (as discussed in chapter 2). If those criteria
are not met, the lottery activity may use either governmental fund or enterprise
fund accounting and financial reporting. The auditor might consider whether
the financial statement amounts for lottery activities are properly measured
and reported. The auditor also should consider whether it is necessary to
evaluate the state’s compliance with legal and contractual provisions that affect
the financial statements, such as legal provisions relating to the use of lottery
revenues. (See paragraph 12.10.) Although a legally separate state lottery
qualifies as component unit, it does not meet the criteria for blending described
in paragraph 53b of GASB Statement No. 14. GASB Q&A item 4.32.2 explains
that state lotteries are created primarily to generate revenue for the state, and
the service provided by a lottery—the opportunity for financial gain—is provided to anyone who chooses to participate. When prizes are awarded to
winners and financial gain is achieved, the lottery operation does not exclusively, or almost exclusively, benefit the primary government as an institution.
12.121 Lottery prize costs normally should be accrued based on a percentage of ticket sales revenues. For example, if a lottery game is designed so
that 40 percent of ticket sales is paid out as prizes, prize costs of 40 cents should
be accrued for each dollar of revenue recognized for ticket sales. Accounting and
financial reporting considerations may arise relating to (a) prizes won and
claimed but not yet paid, (b) prizes won but not yet claimed, and (c) gamesin-progress at year-end, as discussed in paragraphs 12.122–.123.
12.122 Prize winners generally can choose to have large prizes paid to
them (a) currently at present value in a lump sum or (b) over a period of years
at future values. If the periodic payment option is used, the state may finance
the prize liability, for example, by purchasing (a) an annuity from an insurance
company or (b) U.S. Treasury securities matched in timing and amount to the

34
Lotteries that are part of a state’s legal entity sometimes issue separate fund or
departmental financial statements, as discussed in chapter 14.
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future payments. If a purchased annuity is in the name of the prize winner, the
state should not recognize a liability or asset because it has discharged the
primary liability. However, the state may need to disclose in the financial
statements that a contingent liability exists. (Chapter 8 discusses the accounting, financial reporting, and auditing considerations for contingent liabilities.)
Further, if the state does not purchase an annuity in the name of the prize
winner, any assets specifically identified to pay the liability (such as U.S.
Treasury securities matched in timing and amount to the future payments) and
the present value of the liability should be included in the state’s financial
statements.
12.123 The prize liability (measured using present value) should include
lottery prizes that have been won but not yet claimed as well as anticipated
prizes for games-in-progress at year-end. In addition, the gain contingency
guidance of GASB Statement No. 62 paragraphs 96–113 (discussed in chapter
8 of this guide), should be used to account for prizes that will be forfeited
because the winners will not claim them within the required time frame.
12.124 Lottery tickets generally are sold in stores and other designated
locations through both on-line computer access to the state lottery agency and
“instant” games that use paper tickets. The state should estimate the amounts
receivable from sales locations for lottery tickets, adjusted for an allowance for
uncollectible receivables. The auditor is responsible for evaluating the reasonableness of accounting estimates made by management.
12.125 Often, state law requires a certain percentage of lottery sales
revenues to be used for particular programs, such as elementary and secondary
education or services to the elderly. GASB Q&A item 7.39.3 indicates that such
lottery sales revenues should be reported as program revenues of the lottery
function, not of the function that the revenues support. That guidance is
supported by GASB Statement No. 37 paragraph 12, which states that for
identifying the function to which a program revenue pertains, the determining
factor for charges for services is which function generates the revenue.

Escheat Property
12.126 Escheat property is property that eventually reverts to a government (usually a state) because legal claimants or heirs have not been identified.
Many state laws provide that a rightful owner or heir can reclaim escheat
property (or its value) into perpetuity. Because large portions of escheat
property are never reclaimed, most states use some of that property to finance
operations.
12.127 GASB Statement No. 21, Accounting for Escheat Property, as
amended, contains the standards for reporting escheat property. In addition,
when transactions involving escheat property are nonexchange transactions,
the provisions of GASB Statement No. 33 apply to the recognition of assets,
revenue, liabilities, and expenditures and expenses. GASB Statement No. 37,
as amended, states that escheat property generally should be reported as an
asset in the governmental or proprietary fund to which the property ultimately
escheats. Escheat property held for individuals, private organizations, or another government should be reported in a private-purpose trust fund or in an
agency fund, as appropriate, or in the governmental or proprietary fund in
which escheat property is otherwise reported, with a corresponding liability. If
reported in a governmental or proprietary fund, escheat revenue should be
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reduced and a fund liability reported to the extent that it is probable that the
escheat property will be reclaimed and paid to claimants. The liability should
represent the best estimate of the amount ultimately expected to be reclaimed
and paid, giving effect to such factors as previous and current trends in
amounts reclaimed and paid relative to amounts escheated, and anticipated
changes in those trends. Payments to claimants should reduce the liability.
12.128 In the government-wide financial statements, escheat-related balances and transactions should be measured using the economic resources
measurement focus and the accrual basis of accounting. However, such balances
and transactions reported in private-purpose trust or agency funds should (like
all fiduciary funds) not be reported in the government-wide financial statements.
12.129 The auditor should consider determining whether the government
has established accounting policies for escheat property, including noncash
escheat property, and applied them consistently. The auditor also might consider evaluating the government’s support for its measure of the amounts
payable to claimants.

State Tuition Programs
12.130 States administer Qualified State Tuition Programs (QSTPs),
which permit participants to pay currently for or to save money towards future
college costs in tax-advantaged programs. QSTPs are governed by the Internal
Revenue Code (IRC) and generally fall into one of two categories: prepaid
tuition plans and savings plans. With prepaid tuition plans, participants pay for
years or units of education at current tuition rates and receive those years or
units of education in the future even though tuition rates will have increased.
With savings plans, participants save money in a special account that offers a
variable rate of return and which may guarantee a minimum rate of return.
12.131 Although the IRC contains some basic requirements, each statesponsored program varies and each state controls how contributions are to be
invested. Auditors should consider the need to evaluate a state’s compliance
with legal and contractual provisions governing these programs. (See paragraph 12.10.) The fund type to use to report QSTPs depends on the facts and
circumstances surrounding a particular program. However, the auditor should
consider whether the state has reported an estimated liability for future
payments to or on behalf of plan participants that is appropriate to the financial
statements in which the program is reported.

Multistate Legal Settlements, Including Tobacco Settlement
Resources
GASB Statement No. 48
12.132 GASB Statement No. 48 discusses exchanges by governments of
interests in their expected cash flows from collecting specific receivables or
specific future revenues, such as future revenues due from commercial tobacco
companies as a result of a settlement of a lawsuit brought by the states, for
immediate cash payments. The statement provides standards for determining
whether such exchanges should be classified as sales or as collateralized
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borrowing transactions. See chapter 6 of this guide for a discussion of the
provisions of GASB Statement No. 48.35
12.133 States sometimes have common litigation against various parties,
and settle that litigation jointly, often leading to large amounts of payments to
be received over several years. GASB Technical Bulletin (TB) No. 2004-1,
Tobacco Settlement Recognition and Financial Reporting Entity Issues, addresses accounting by state and certain local governments (referred to as
settling governments) for transactions relating to the multistate settlement that
releases participating tobacco companies from present and future smokingrelated claims by the states in exchange for perpetual annual payments to the
settling governments. Some settling governments have created legally separate
entities, referred to as TSAs, to issue tobacco settlement revenue debt that is
backed by the rights to all or a portion of the settling governments’ future
tobacco settlement resources (TSRs).36 GASB TB No. 2004-1 provides that a
TSA generally should be reported as a blended component unit of the settling
government that created it. Certain conditions, however, may exist that would
result in other reporting, for example, presentation of the TSA as a discretely
presented component unit. The auditor could consider evaluating whether
management’s conclusions about whether and how to report a TSA as a
component unit are appropriate.
12.134 GASB TB No. 2004-1 also addresses how settling governments and
TSAs should have recognized assets and revenue for TSR payments. GASB TB
No. 2004-1 states that TSRs are exchange transactions and settling governments and TSAs should recognize assets and revenue for TSRs based on the
domestic shipment of cigarettes (sales). Because annual TSR payments are
based on cigarette sales from the preceding calendar year, governments should
estimate accrued TSRs that derive from sales from January 1 to their respective
fiscal year-ends. Under the modified accrual basis of accounting, revenue should
be recognized to the extent that the event occurs and resources become
available.
12.135 Although the tobacco Master Settlement Agreement between the
states and tobacco companies imposed no binding restrictions on the use of the
TSRs, many states have enacted budgetary or other legislation providing for
specific uses for the payments. The auditor should consider evaluating whether
the resources have been spent for the specified purposes and whether the
legislation should result in the reporting of restrictions of the resulting net
position or commitments of fund balance (or, in governmental funds, of fund
balance designations). In addition, the auditor should consider evaluating the
settling government’s estimate of accrued revenue that derives from cigarette
sales from January 1 to its fiscal year-end.

35
GASB TB No. 2004-1, Tobacco Settlement Recognition and Financial Reporting Entity
Issues, paragraphs 16–23 were superseded by GASB Statement No. 48, Sales and Pledges of
Receivables and Future Revenues and Intra-Entity Transfers of Assets and Future Revenues.
However, entities that consummated transactions that qualify as sales of such revenues prior
to the effective date of GASB Statement No. 48—financial statements for periods beginning
after December 15, 2006—do not have to retroactively apply the deferral provisions in
paragraph 14 of the statement. The practical effect of that provision is that entities that
previously recognized all of the revenue from the sale of tobacco settlement revenues upon their
sale do not have to restate their financial statements to defer the revenue from the sale that
otherwise would be required by GASB Statement No. 48. See chapter 6, “Revenues and
Receivables,” of this guide for a discussion of the provisions of GASB Statement No. 48.
36
Tobacco Settlement Authorities are financing authorities. See the discussion of the
accounting and financial reporting requirements for financing authorities in the section of this
chapter titled “Specific Guidance for Special-Purpose Governments.”
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12.136 With other multistate legal settlements, the gain contingency
provisions of GASB Statement No. 62 paragraphs 96–113 (discussed in chapter
8 of this guide) may apply. The auditor should consider the terms of the
settlement in evaluating a state’s application of the provisions of GASB
Statement No. 62 paragraphs 96–113.
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Chapter 13

Concluding the Audit1
Introduction
13.01 This chapter addresses procedures that are performed at or near the
date of the auditor’s report. Those procedures that are performed before the
issuance of the auditor’s report include (a) evaluating misstatements and
addressing audit adjustments, (b) communication with the government’s legal
counsel, (c) obtaining written representations from management, (d) evaluating
related-party disclosures, (e) considering going concern considerations, (f) considering subsequent events, (g) performing analytical procedures, (h) communicating with those charged with governance, and (i) audit documentation.

Misstatements and Audit Adjustments
13.02 The auditor should evaluate the effect of individual and aggregate
misstatements in the context of individual opinion units. This is necessary
because the auditor’s report on the basic financial statements will provide
separate opinions on each opinion unit. Also, professional standards concerning
misstatements (such as management’s representation concluding that uncorrected misstatements are immaterial and the auditor’s communication to the
audit committee about uncorrected misstatements) should be applied based on
opinion units. (See the discussion of the concept of opinion units in planning,
performing, and reporting on governmental audits in chapter 4, “General
Auditing Considerations,” and chapter 14, “Audit Reporting.”)
13.03 AU-C section 450, Evaluation of Misstatements Identified During
the Audit (AICPA, Professional Standards), addresses the auditor’s responsibility to evaluate the effect of identified misstatements on the audit and the
effect of uncorrected misstatements, if any, on the financial statements. AU-C
section 450 requires that auditors should accumulate misstatements identified
during the audit, other than those that are clearly trivial and should communicate misstatements to management on a timely basis. In evaluating misstatements, the auditor should consider the effects, both individually and in the
aggregate, of misstatements (known and likely) that are not corrected by the
entity. This consideration includes any misstatements that remain uncorrected
from different entity locations or from audits of components of the entity that
are performed by other auditors. In making this evaluation, in relation to
particular classes of transactions, account balances, and disclosures, the auditor
should consider the size and nature of the misstatements and the particular

1
Although the focus of this chapter is on concluding the financial statement audit,
significant information is discussed that is the responsibility of management (for example,
related party transactions, going concern considerations, and subsequent events) under Governmental Accounting Standards Board (GASB) Statement No. 56, Codification of Accounting
and Financial Reporting Guidance Contained in the AICPA Statements on Auditing Standards.
These accounting and financial reporting requirements are included here because they have not
been discussed elsewhere in this guide. Prior to GASB Statement No. 56, governments found
guidance for related party transactions, going concern considerations, and subsequent events
in the auditing literature in AU-C section 550, Related Parties; AU-C section 570, The Auditor’s
Consideration of an Entity’s Ability to Continue As A Going Concern; and AU-C section 560,
Subsequent Events and Subsequently Discovered Facts (AICPA, Professional Standards).
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circumstances of their occurrence, and determine the effect of such misstatements on the financial statements as a whole, which, in the context of a
governmental audit, would be by opinion unit, as discussed in paragraph 4.32
of this guide.
13.04 As discussed in chapter 4, judgments about materiality include both
quantitative and qualitative information. As a result of the interaction of
quantitative and qualitative considerations in materiality judgments, misstatements of relatively small amounts that come to the auditor’s attention could
have a material effect on the financial statements. Qualitative considerations
also influence the auditor in reaching a conclusion about whether misstatements are material. Qualitative factors that the auditor may consider relevant
to his or her consideration for an affected opinion unit include the following:

•

The potential effect of the misstatement on trends, for example, in
revenue

•
•

The effect of the misstatement on segment information
The effect of the misstatement on quantitative materiality if quantitative materiality were calculated without reference to certain
individual, large-dollar accounts, such as capital assets and longterm debt

•

Misstatements that arise from estimates, allocations, or uncertainties

•

The potential effect of the misstatement on the government’s compliance with legal and contractual provisions, such as revenue misstatements that might affect the entity’s compliance with debt covenants or expenses or expenditures improperly charged to grants
that might create a decrease in assets or increase in liabilities (for the
amount that the grantor is expected to cancel or reclaim)

•

Expenses or expenditures improperly charged to a department, division, or the like that would have created an overbudget situation if
charged to the appropriate department, division, or the like

•

A misstatement that has the effect of increasing management’s
compensation, for example by satisfying requirements for the award
of bonuses or other forms of incentive compensation

•

A miscalculation of valuation(s) or misapplication of a valuation
methodology (for example, one that results in a derivative transaction classified as an effective hedge when it is not, or no longer,
effective)

•

The significance of the financial statement element affected by the
misstatement

•

The effects of misclassifications, for example, misclassification between operating and nonoperating revenues or restricted and unrestricted net position

•

The likelihood that a misstatement that is currently quantitatively
immaterial may have a material effect in future periods because of,
for example, a cumulative effect that builds over several periods

•

The risk that possible additional undetected misstatements would
affect the auditor’s evaluation

•

The sensitivity of the circumstances surrounding the misstatement,
for example, the implications of misstatements involving fraud, possible noncompliance with laws and regulations, or conflicts of interest
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•

The motivation of management with respect to the misstatement, for
example, (a) an indication of a possible pattern of bias by management when developing and accumulating accounting estimates or (b)
a misstatement precipitated by management’s continued unwillingness to correct weaknesses in the financial reporting process

•

The significance of the misstatement or disclosures relative to politically sensitive matters or known user needs

Furthermore, issues such as public interest, accountability, integrity, and
ensuring effective legislative oversight, in particular, may affect the assessment
of whether an item is material by virtue of its nature. This is particularly so for
items that relate to compliance with laws or regulations.
13.05 Information essential for a fair presentation in conformity with
generally accepted accounting principles (GAAP) includes information required
to be disclosed in the notes to the financial statements. Misstatements that
cause the financial statements not to be in conformity with GAAP include the
omission of required financial statement disclosures and financial statement
disclosures that are not presented in conformity with GAAP. The auditor should
evaluate the adequacy and understandability of the note disclosures that
accompany the basic financial statements in relation to the fair presentation of
each affected opinion unit. That evaluation may require the auditor to exercise
professional judgment to determine the opinion units affected by specific
disclosures and disclosure requirements. If a particular disclosure requirement
is limited to a particular reporting unit or financial statement that is the
context within which it should be evaluated. For example, certain disclosures
about capital asset balances and activity are required for capital assets of the
primary government reported in the government-wide statement of net position. Thus, those disclosures would relate only to governmental activities and
business-type activities if those opinion units have capital assets that are or
should be reported. Other broader disclosures may relate to all opinion units in
the basic financial statements. Examples of such required broad disclosures
include, but are not limited to, the following:

•

Governmental Accounting Standards Board (GASB) Statement No.
3, Deposits with Financial Institutions, Investments (including Repurchase Agreements), and Reverse Repurchase Agreements, as amended
by GASB Statement No. 40, Deposit and Investment Risk Disclosures—an
amendment of GASB Statement No. 3, about deposits and investments

•

GASB Statement No. 27, Accounting for Pensions by State and Local
Governmental Employers, as amended by GASB Statement No. 50,
Pension Disclosures—an amendment of GASB Statements No. 25 and
No. 27, about the employer’s required contribution rate to a defined
benefit pension plan, may relate to all opinion units in the basic
financial statements

•

GASB Statement No. 56, Codification of Accounting and Financial
Reporting Guidance Contained in the AICPA Statements on Auditing
Standards, about related party transactions, going concern considerations,2 and subsequent events

Auditors should evaluate both quantitative and qualitative factors in considering whether omitted or improperly presented note disclosures have a material effect on the affected opinion units.
2
GASB Statement No. 56 requires management to evaluate going concern at the separate
legal entity level.
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13.06 The auditor should consider the quantitative determination of
major funds after all adjustments and reclassifications are made to the financial statements to determine whether all required major funds are separately
displayed in the fund financial statements and have received appropriate audit
coverage.3 Paragraph .14 of AU-C section 580, Written Representations (AICPA,
Professional Standards), states that the auditor should request management to
provide written representations about whether it believes the effects of any
uncorrected misstatements are immaterial, individually and in the aggregate,
to the financial statements as a whole. A summary of such items should be
included in, or attached to, the written representation. Paragraph .12 of AU-C
section 450 states that the auditor should document a summary of uncorrected
misstatements, other than those that are trivial, related to known and likely
misstatements and the auditor’s conclusion as to whether uncorrected misstatements, individually or in aggregate, do or do not cause the financial
statements to be materially misstated, and the basis for that conclusion. (See
discussion of communicating with those charged with governance in paragraphs 13.44–.45.) AU-C section 260, The Auditor’s Communication With Those
Charged With Governance (AICPA, Professional Standards), establishes standards and provides guidance to an auditor on matters to be communicated with
those charged with governance. Paragraph .12 of AU-C section 260 describes
significant findings from the audit, including uncorrected misstatements that
should be communicated to those charged with governance. In a governmental
audit, the provisions of AU-C section 260, AU-C section 450, and AU-C section
580, described earlier in this paragraph, should be applied based on individual
opinion units.

Litigation, Claims, and Assessments
13.07 Paragraph .16 of AU-C section 501, Audit Evidence—Specific Considerations for Selected Items (AICPA, Professional Standards), requires the
auditor to design and perform audit procedures to identify litigation, claims,
and assessments involving the entity that may give rise to a risk of material
misstatement. AU-C section 501 discusses specific procedures for such identification as well as the audit requirements for actual or potential litigation,
claims, and assessments identified.
13.08 Unless the audit procedures required by paragraph .16 of AU-C
section 501 indicate that no actual or potential litigation, claims, or assessments that may give rise to a risk of material misstatement exist, the auditor
should directly communicate with the government entity’s legal counsel through
a letter of inquiry prepared by management. As discussed in AU-C section 501,
in the letter of inquiry, the auditor should request legal counsel to inform the
auditor of any litigation, claims, assessments, and unasserted claims that
counsel is aware of, together with an assessment of the outcome and an
estimate of the financial implications, including costs involved. In addition, the
auditor should, in cases when the government entity’s in-house legal counsel
(such as a city attorney or state attorney general) has the responsibility send
a similar letter of inquiry. However, audit evidence obtained from in-house
counsel is not a substitute for the auditor’s direct communication with external
legal counsel. Paragraph .A64 of AU-C section 501 provides guidance for direct
communication with an entity’s in-house legal counsel.
3
As discussed in chapter 2, “Financial Reporting,” a government is required to report
certain governmental and enterprise funds as major in its fund financial statements based on
quantitative criteria. Chapter 14, “Audit Reporting,” discusses the effect on the auditor’s report
if a required major fund is not reported as such. Also see paragraphs 13.10–.14.
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13.09 Occasionally, a government may not retain inside or outside counsel
and may not have consulted a lawyer during the period about litigation, claims,
or assessments.4 In those cases, the auditor may consider obtaining representations from management that no lawyers were consulted during the period,
perhaps as part of the written representations discussed in paragraphs 13.10–.14.
When a lawyer is not consulted, the auditor has to rely on other audit
procedures, including inquiries of government officials, and subsequent events
procedures described in the following, to determine whether the government
has appropriately reported and disclosed the existence of litigation, claims, and
assessments. (See also chapter 8, “Expenses or Expenditures and Liabilities,”
for a discussion of the accounting, financial reporting, and auditing considerations for claims and judgments and commitments.)

Written Representations
13.10 Paragraph .09 of AU-C section 580 states that the auditor should
request written representations from management with appropriate responsibilities for the financial statements and knowledge of the matters concerned.
AU-C section 580 includes a list of matters for which specific representations
should be made, as well as an illustrative representation letter and an appendix
containing additional representations that may be appropriate to include in a
representation letter. In addition, AU-C section 725, Supplementary Information in Relation to the Financial Statements as a Whole (AICPA, Professional
Standards), and AU-C section 730, Required Supplementary Information (AICPA,
Professional Standards), require additional written management representations, when applicable, with respect to supplementary information and required
supplementary information (RSI), respectively. The following are among the
types of written representations that an auditor should obtain in a governmental engagement:

•

Management has disclosed all instances of identified or suspected
noncompliance with laws, regulations, and provisions of contracts
and grant agreements whose effects should be considered by management when preparing the financial statements (for example, tax
or debt limits and debt covenants). (See the discussion of the GASB
requirements for disclosure relating to material violations of financerelated legal and contractual provisions and the auditor’s responsibility with regard to those disclosure requirements in chapter 4.)

•

Management is responsible for the design, implementation, and
maintenance of internal controls to prevent and detect fraud; management has disclosed to the auditor the results of its assessment of
the risk that the financial statements may be materially misstated
as a result of fraud; management has disclosed its knowledge of fraud
or suspected fraud affecting the entity involving management, employees who have significant roles in internal control, and others
where the fraud could have a material effect on the financial statements; and management’s knowledge of any allegations of fraud or
suspected fraud affecting the entity’s financial statements.

•

Management has indicated whether it believes the effects of the
uncorrected financial statement misstatements are immaterial, individually and in the aggregate, to the financial statements as a
whole for each opinion unit.

4
AU-C section 501, Audit Evidence—Specific Considerations for Selected Items (AICPA,
Professional Standards), requires that the auditor should document the basis for any determination not to seek direct communication with the entity’s legal counsel.
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•

Management acknowledges (a) its responsibility for the RSI; (b) that
the RSI is measured and presented in accordance with prescribed
guidelines; and (c) whether the methods of measurement or presentation have changed from those used in the prior period and, if so, the
reasons for such changes; and (d) any significant assumptions or
interpretations underlying the measurement or presentation of RSI.

•

Management acknowledges (a) its responsibility for the presentation
of the supplementary information (SI) in accordance with the applicable criteria; (b) that it believes the SI, including its form and
content, is fairly presented in accordance with applicable criteria; (c)
that the methods of measurement or presentation have not changed
from those used in the prior period or, if the methods of measurement
or presentation have changed, the reasons for such changes; (d) about
any significant assumptions or interpretations underlying the measurement of the SI; and (e) that when SI is not presented with the
audited financial statements, management will make the audited
financial statements readily available to the intended users of the SI
and the auditor’s report thereon.

13.11 AU-C section 580 also states that in addition to required representations, the auditor may determine that it is necessary to obtain one or more
written representations to support other audit evidence relevant to the financial statements for one or more specific assertions in the financial statements.
Depending on the circumstances and professional judgment, the auditor of a
governmental entity should consider obtaining representations from management that include the following:5

•

Management has followed applicable laws and regulations in adopting, approving, and amending budgets.

•

The financial statements include all component units as well as joint
ventures with an equity interest, and properly disclose all other joint
ventures and other related organizations.

•

The financial statements properly classify all funds and activities in
accordance with GASB Statement No. 54, Fund Balance Reporting
and Governmental Fund Type Definitions.

•

All funds that meet the quantitative criteria in GASB Statement No.
34, Basic Financial Statements—and Management’s Discussion and
Analysis—for State and Local Governments, as amended, and No. 37,
Basic Financial Statements—and Management’s Discussion and
Analysis—for State and Local Governments: Omnibus—an amendment of GASB Statements No. 21 and No. 34, for presentation as
major are identified and presented as such and all other funds that
are presented as major are particularly important to financial statement users.

•

Components of net position (net investment in capital assets; restricted; and unrestricted), and components of fund balance (nonspendable and restricted, committed, assigned, and unassigned) are
properly classified and, if applicable, approved.

5
Chapter 3, “Planning and Performing a Financial Statement Audit in Accordance With
Government Auditing Standards,” and chapter 10, “Compliance Auditing Applicable to Major
Programs,” of the AICPA Audit Guide Government Auditing Standards and Circular A-133
Audits discuss additional written representations that the auditor should consider obtaining
in audits performed under Government Auditing Standards and in a single audit
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•

Investments, derivative transactions, and land and other real estate
held by endowments are properly valued.

•

Provisions for uncollectible receivables have been properly identified
and recorded.

•

Expenses have been appropriately classified in or allocated to functions and programs in the statement of activities, and allocations
have been made on a reasonable basis.

•

Revenues are appropriately classified in the statement of activities
within program revenues, general revenues, contributions to term or
permanent endowments, or contributions to permanent fund principal.

•

Interfund, internal, and intra-entity activity and balances have been
appropriately classified and reported.

•

Special and extraordinary items are appropriately classified and
reported.

•

Risk disclosures associated with deposit and investment securities
and derivative transactions are presented in accordance with GASB
requirements.

•

Capital assets, including infrastructure and intangible assets, are
properly capitalized, reported, and, if applicable, depreciated.

•

If the modified approach is used to account for eligible infrastructure
assets, the entity meets the GASB-established requirements for
doing so.

•

The government’s policy regarding whether to first apply restricted
or unrestricted resources when an expense is incurred for purposes
for which both restricted and unrestricted net position is available
and appropriately disclosed and that net position is properly recognized under the policy.

•

The government is following either its established accounting policy
regarding which resources (that is, restricted, committed, assigned,
or unassigned) are considered to be spent first for expenditures for
which more than one resource classification is available or is following paragraph 18 of GASB Statement No. 54 to determine the fund
balance classifications for financial reporting purposes.

•

The substance of related party transactions has been considered and
appropriate adjustments or disclosures are made in the financial
statements.

•

Subsequent events have been evaluated and classified as recognized
or nonrecognized and the date through which this determination was
made.

•

For any government that has petitioned for relief under Chapter 9 of
the U.S. Bankruptcy Code, or has been granted relief under the
provisions of Chapter 9, that any assets and liabilities required to be
adjusted to amounts confirmed by the court in a Plan of Adjustment
and the resulting gain or loss have been appropriately adjusted and
disclosed in the financial statements in accordance with GASB
Statement No. 58, Accounting and Financial Reporting for Chapter
9 Bankruptcies.
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•

The entity’s ability to continue as a going concern was evaluated and
that appropriate disclosures are made in the financial statements as
necessary under GASB requirements.

Written representations in audits of governmental entities are also discussed
in paragraphs 13.02, 13.06, and 13.09.
13.12 As indicated in paragraph 13.10, an auditor should obtain representations from those members of management with overall responsibility for
financial and operating matters whom the auditor believes are not only
responsible for the financial statements, but also knowledgeable about, directly
or through others in the organization, the matters covered by the representations. Members of management normally include the chief executive officer and
chief financial officer or others in equivalent positions of the primary government, as well as the management of component units and of large or autonomous agencies and departments. Depending on the nature of the representation
(such as compliance with laws and regulations), the auditor may consider
obtaining letters from other officials covering these specific representations.
13.13 As noted in AU-C section 600, Special Considerations—Audits of
Group Financial Statements (Including the Work of Component Auditors (AICPA,
Professional Standards), the group engagement team should request that a
component auditor communicate matters relevant to the group engagement
team’s conclusion, with regard to the group audit. When the auditor of the group
financial statements assumes responsibility for the work of a component audit,
there are additional requirements for the component auditor communication as
outlined in paragraphs .59–.60 of AU-C section 600. Among those are a
requirement for the group auditor to request that the component unit auditor
communicate any other matters that might be relevant to the group audit or
that the component auditor wishes to draw to the attention of the group
engagement team, including exceptions noted in the written representations
that the component auditor requested from component management. (Chapter
4 provides a discussion of the requirements applicable to the audits of group
financial statements.
13.14 AU-C section 580 discusses auditors’ responsibilities for obtaining
written representations in an audit engagement when current management
was not present during all periods referred to in the auditor’s report. It may be
difficult for the auditor to obtain a representation letter if the responsible
administrative officer was not in that position during the audit period. For
example, a newly elected official may not be willing, or able, to sign representations relating to a period before the beginning of his or her term of office
unless that official obtains supporting representations from other key officials
who were responsible for financial matters during the audit period. Paragraph
.25 of AU-C section 580 indicates that management’s refusal to furnish written
representations constitutes a limitation on the scope of the audit sufficient to
preclude an unmodified opinion and is ordinarily sufficient to cause an auditor
to disclaim an opinion or withdraw from the engagement.

Related-Party Transactions
13.15 The primary accounting and auditing focus for related parties is
adequate presentation and disclosure in the financial statements. GASB Statement No. 56 and paragraphs 54–57 of GASB Statement No. 62, Codification of
Accounting and Financial Reporting Guidance Contained in Pre-November 30,
1989 FASB and AICPA Pronouncements, as amended, provide requirements for
related party transactions. For financial reporting purposes, if the substance of

AAG-SLV 13.12

Concluding the Audit

375

a particular transaction is significantly different from its form because of the
involvement of related parties, the substance of the transaction rather than
merely its legal form should be recognized in the financial statements. Examples of transactions with related parties that have features that may
indicate that governments should consider whether a form-over-substance
condition exists include

•

borrowing or lending on an interest-free basis or at a rate of interest
significantly above or below market rates prevailing at the time of
the transaction.

•

selling real estate at a price that differs significantly from its appraised value.

•

exchanging property for similar property in a nonmonetary transaction.

•

making loans with no scheduled terms for when or how the loans will
be repaid.

GASB Statement No. 56 states that determining the substance of a related
party transaction may pose challenges not present in assessing transactions
between unrelated parties. For example, a related party relationship may result
in transactions that would not take place between unrelated parties or would
be subject to different terms and conditions. In such cases, the substance of the
related party transaction may differ from its legal form due to the related party
relationship.6
13.16 Further, state and local governments are required to disclose certain
related party transactions. National Council on Governmental Accounting
Interpretation No. 6, Notes to the Financial Statements Disclosure, and paragraphs 55–56 of GASB Statement No. 62 are the sources of these disclosure
requirements. In addition, GASB Statement No. 34 paragraph 128 requires
disclosure, for each major component unit, of the nature and amount of
significant transactions with the primary government and other component
units. Disclosures of related party transactions should include the following:

•
•

The nature of the relationship(s) involved
A description of the transactions, including transactions to which no
amount or nominal amounts were ascribed, for each of the periods for
which financial statements are presented, and such other information deemed necessary to gain an understanding of the effects of the
transactions on the financial statements

•

The dollar amounts of transactions for each of the periods for which
financial statements are presented and the effects of any change in
the method of establishing the terms from that used in the preceding
period

•

Amounts due from or to related parties as of the date of each
statement of net position presented and, if not otherwise apparent,
the terms and manner of settlement

6
It may not be possible to determine whether a particular transaction would have taken
place if the parties had not been related, or what the terms and conditions would have been.
Therefore, it may be difficult to determine whether a transaction was consummated on terms
comparable to those that would be present in arm’s-length transactions. Furthermore, governments frequently enter into transactions and engage in activities that are driven by societal
needs and concern for the public good. Therefore, it may not be appropriate to compare some
governmental programs and arrangements to what might have occurred in an arm’s-length
transaction in the private sector or with unrelated parties.
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13.17 AU-C section 550, Related Parties (AICPA, Professional Standards),
addresses the auditor’s responsibilities relating to related party relationships
and transactions and expands on how AU-C section 240, Consideration of Fraud
in a Financial Statement Audit, AU-C section 315, Understanding the Entity
and Its Environment and Assessing the Risks of Material Misstatement, and
AU-C section 330, Performing Audit Procedures in Response to Assessed Risks
of Evaluating the Audit Evidence Obtained (AICPA, Professional Standards),
are applied in regard to the risk of material misstatement associated with those
related party matters. Chapter 4 discusses the need for the auditor to perform
procedures to identify related-party transactions during audit planning and
provides additional examples of related parties in a governmental audit.
Substantive procedures might include testing whether individual items are
related-party transactions and whether they are properly disclosed.
13.18 AU-C section 700, Forming an Opinion and Reporting on Financial
Statements (AICPA, Professional Standards), requires the auditor to evaluate
whether the financial statements for the opinion units achieve fair presentation. Thus, in forming an opinion the financial statements for the opinion units,
the auditor should evaluate whether the identified related party relations and
transactions have been appropriately accounted for and disclosed and whether
any such relations and transaction prevent the financial statements from
achieving fair presentation.

Going Concern Considerations
13.19 Under GASB Statement No. 56, governments have a responsibility
to evaluate whether there is substantial doubt about their ability to continue
as a going concern for 12 months beyond the financial statement date. (These
evaluations should not be performed on reporting units that constitute less
than a legally separate entity.) If there is information that is currently known
to the government that may raise substantial doubt shortly after this 12 month
period (for example, within an additional 3 months), it also should be considered. Continuation of a legally separate governmental entity as a going concern
is assumed in financial reporting in the absence of significant information to
the contrary. Information that may significantly contradict the going concern
assumption would relate to the following:

•

A governmental entity’s inability to continue to meet its obligations
as they become due without substantial disposition of assets outside
the ordinary course of governmental operations

•
•

Restructuring of debt
Submission to the oversight of a separate fiscal assistance authority
or financial review board, or similar actions

13.20 Indicators that there may be substantial doubt about a governmental entity’s ability to continue as a going concern, as stated in GASB Statement
No. 56, include the following:

•

Negative trends. Recurring periods in which expenses and expenditures significantly exceed revenues, recurring unsubsidized operating losses in business-type activities, consistent working capital
deficiencies, continuing negative operating cash flows from businesstype activities, or adverse key financial ratios.

•

Other indications of possible financial difficulties. Default on bonds,
loans or similar agreements, proximity to debt and tax limitations,
denial of usual trade credit from suppliers, restructuring of debt
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(other than refundings), noncompliance with statutory capital or
reserve requirements, or the need to seek new sources or methods of
financing or to dispose of substantial assets.

•

Internal matters. Work stoppages or other labor difficulties, substantial dependence on the success of a particular project or program,
uneconomic long-term commitments (burdensome labor contracts, for
example), or the need to significantly revise operations.

•

External matters. Legal proceedings, legislation, or similar matters
that might jeopardize intergovernmental revenues and the fiscal
sustainability of key governmental programs; loss of a critical license
or patent for a business-type activity; loss of a principal customer,
taxpayer, or supplier; or uninsured or underinsured catastrophe such
as a drought, earthquake, or flood.

13.21 Additional specific examples of conditions or events that may indicate substantial doubt about a government’s ability to continue as a going
concern are as follows:

•

Continuing significant fund balance or net position deficits, or a
pattern of annual operating deficits

•

Extremely high estimated liability for actual or incurred-but-notreported claims for uninsured risks, including large adverse legal
decisions or settlements

•

Higher anticipated costs on construction and similar long-term projects than the entity can reasonably finance given current economic
conditions

•

Burdensome pension plan or other postemployment benefit obligations combined with diminishing revenues

•

Potential for large tax refunds because of, for example, taxpayers’
challenges

•

Declining tax or other revenue base because of, for example, property
value reassessments, competitive changes (such as consumer choice
for electric utility services), or a recessionary economy

•

Unwillingness of government officials to pay legally incurred liabilities

•

Unwillingness of other governments to continue funding programs at
existing levels

•
•
•
•

Large investment losses
Bond rating lowered below investment grade
Debt covenant violations
Excessive use of short-term borrowing to reduce cash shortages,
including tax and revenue anticipation notes

•

Long-term borrowing to eliminate deficits or to meet current operating needs

•

Increased borrowings from component units that are not expected to
be repaid within a reasonable period of time

13.22 In all cases, GASB Statement No. 56 states that the effect of the
governmental environment should be considered when evaluating the indicators. For example, the taxing power and borrowing capabilities of governments
together with the constant demand for the provision of public services are
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factors that may diminish the possibility that a government would be unable
to continue as a going concern. GASB Statement No. 56 also states that some
conditions or situations identified in the indicators in paragraph 13.20 should
be assessed differently for governments. For example, recurring operating
losses are commonplace for some business-type activities such as transit
operations or governmental health care organizations. However, quality-of-life
considerations and the health and welfare needs and interests of the citizenry
may create compelling incentives for those operations to be subsidized to the
extent necessary by another governmental entity.
13.23 GASB Statement No. 56 identifies several required note disclosures
if a government determines there is substantial doubt about its ability to
continue as a going concern. The notes to the financial statements should
include disclosure of the following, as appropriate:

•

Pertinent conditions and events giving rise to the assessment of
substantial doubt about the government’s ability to continue as a
going concern for a reasonable period of time

•
•

Possible effects of such conditions and events

•
•
•

Government officials’ evaluation of the significance of those conditions and events and any mitigating factors
Possible discontinuance of operations
Government officials’ plans (including relevant prospective financial
information)
Information about the recoverability or classification of recorded
asset amounts or the amounts or classification of liabilities

In addition, GASB Statement No. 34 paragraph 11(h) requires a discussion in
management’s discussion and analysis (MD&A) of currently known facts,
decisions, or conditions that are expected to have a significant effect on the
government’s financial position or results of operations. It may be necessary to
include a discussion of going concern issues in the MD&A, depending on the
facts and circumstances.
13.24 Although rare, some governments have declared bankruptcy. GASB
Statement No. 58 provides accounting and reporting guidance for governments
that have petitioned for protection from creditors by filing for bankruptcy under
Chapter 9 of the United States Bankruptcy Code. GASB Statement No. 58
requires governments to remeasure liabilities based on the terms specified in
the Plan of Adjustment confirmed by the court. For a government that is not
expected to emerge from bankruptcy as a going concern, the statement requires
remeasurement of its assets to the value that represents the amount expected
to be received as of the date of the confirmation of the Plan of Adjustment. Any
gains or losses resulting from remeasurement are required to be reported as
extraordinary items and any costs directly related to the bankruptcy proceedings are required to be reported as an expense or expenditure when incurred.
A number of disclosures related to the conditions or events giving rise to the
bankruptcy, their expected or known effects and the significance of such
conditions or events on levels or service and operations are required to be
disclosed for governments that have filed for bankruptcy. Additional disclosures
are required related to the possible termination of the government and how a
copy of the Plan of Adjustment may be obtained.
13.25 As stated in AU-C section 570, The Auditor’s Consideration of an
Entity’s Ability to Continue as a Going Concern (AICPA, Professional Standards), the auditor has a responsibility to evaluate the government’s ability to
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continue as a going concern for a reasonable period of time, not to exceed one
year beyond the date of the financial statements being audited.7 The auditor’s
evaluation is based on the auditor’s knowledge of relevant conditions or events
that exist at, or have occurred prior to, the date of the auditor’s report.
Information about such conditions or events is obtained from the application of
auditing procedures planned and performed to achieve audit objectives that are
related to management’s assertions embodied in the financial statements being
audited, including assertions required by GASB Statement No. 56. AU-C
section 570 provides guidance to the auditor on (a) the adequacy of financial
statement disclosure, (b) the need to modify the auditor’s report, and (c) audit
documentation concerning the auditor’s going concern evaluation. Additionally,
AU-C section 570 states that, ordinarily, information that significantly contradicts the going concern assumption relates to the entity’s inability to continue
to meet its obligations as they become due without substantial disposition of
assets outside the ordinary course of business, restructuring of debt, externally
forced revisions of its operations, or similar actions.
13.26 AU-C section 570 also indicates that if, after considering the identified conditions and events in the aggregate, the auditor believes there is
substantial doubt about the ability of the entity to continue as a going concern
for a reasonable period of time, the auditor should obtain information about
management’s plans that are intended to mitigate the adverse effects of the
conditions and events. The auditor should assess whether it is likely that the
adverse effects will be mitigated for a reasonable period of time and that such
plans can be effectively implemented. The auditor should identify those elements of management’s plans that are particularly significant to overcoming
the adverse effects of the conditions or events and plan and perform procedures
to obtain audit evidence about them, including, when applicable, considering
the adequacy of support regarding the ability to obtain additional financing or
the planned disposal of assets. Additionally, the auditor should evaluate whether
the government entity’s going concern assessment complies with the requirements of GASB Statement No. 56 and then evaluate whether it provides
additional appropriate evidence regarding management’s going concern assertion.
13.27 In a governmental audit, the auditor also should consider whether
other governments have a legal or moral responsibility to subsidize or otherwise provide financial support to the government being audited. Those subsidies could affect the auditor’s evaluation of the likelihood that the government
being audited might, for example, default on debt or be unable to meet pension
costs or other obligations, support activities that are incurring large deficits, or
support present operating levels.
13.28 The auditor should evaluate whether conditions or events that
indicate there could be substantial doubt about the government’s ability to
continue as a going concern, such as those described previously, were noted
during the audit up to the date of the auditor’s report. In addition to standard
audit procedures that may identify such conditions and events, procedures that
are unique or significant in government may include the following:

•

Reviewing compliance with the terms of debt, loan, and grant agreements

7
GASB Statement No. 56 requires a government to consider information currently known
to them that may raise substantial doubt shortly after such 12 month period (an additional 3
months).
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•

Reading minutes of meetings of the governing board or any other
administrative board with management oversight

•

Confirming with related and third parties the details of arrangements to provide or maintain financial support

•

Reviewing correspondence from rating agencies for any adverse
downgrade of the entity’s overall credit rating or that of any specific
bond issue

13.29 See AU-C section 570 for additional guidance on the effect of the
auditor’s consideration of going concern on the financial statements, the notes
to the financial statements, the auditor’s report, and audit documentation.
13.30 There may be circumstances in which a governmental entity has
disclosed certain condition(s) or event(s) in the financial statements (such as
fund balance or net position deficits, violations of debt covenants, or default on
bonds) that are indicators of substantial doubt of the government’s ability to
continue as a going concern, but collectively the indicator(s) but do not meet the
criteria for a going concern under GASB Statement No. 56. However, these
indicator(s) could significantly curtail the government’s ability to continue
providing public services at the current level. Paragraph .05 of AU-C section
706, Emphasis-of-Matter Paragraphs and Other-Matter Paragraphs in the
Independent Auditor’s Report (AICPA, Professional Standards), provides that
an emphasis-of-matter paragraph may be included in the auditor’s report, at
the auditor’s discretion, that refers to a matter appropriately presented or
disclosed in the financial statements that, in the auditor’s professional judgment, is of such importance that it is fundamental to users’ understanding of
the financial statements. Depending on the facts and circumstances, when the
government does not meet the criteria for a going concern but the indicators
could significantly curtail the government’s ability to continue providing public
services at the current level, an emphasis-of-matter paragraph may assist those
users in understanding the financial position of the government entity.

Subsequent Events
13.31 GASB Statement No. 56 requires governments to evaluate and
report subsequent events. Subsequent events are defined in GASB Statement
No. 56 as those events or transactions that occur subsequent to the statement
of net position date but before the financial statements are issued. Some of
those events and transactions (referred to as recognized events) require adjustments to the financial statements, and others (referred to as nonrecognized
events) may require disclosure in the notes to the financial statements.
13.32 GASB Statement No. 56 defines recognized events as those events
that provide additional evidence with respect to conditions that existed at the
date of the statement of net position and affect the estimates inherent in the
process of preparing financial statements. All information that becomes available prior to the issuance of the financial statements should be used in
evaluating the conditions on which the estimates were based. The financial
statements should be adjusted for any changes in estimates resulting from the
use of such evidence.
13.33 GASB Statement No. 56 defines nonrecognized events as those
events that provide evidence with respect to conditions that did not exist at the
date of the statement of net position but arose subsequent to that date. Some
of these events, however, may be of such a nature that their disclosure is
essential to a user’s understanding of the financial statements.
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13.34 GASB Statement No. 56 states that identifying recognized events
that require adjustment of the financial statements calls for the exercise of
professional judgment. Subsequent events affecting the realization of assets
such as receivables and inventories or the settlement of estimated liabilities
will ordinarily require adjustment of the financial statements (recognized
event) because such events typically represent the culmination of conditions
that existed over a relatively long period of time.
13.35 GASB Statement No. 56 also states that subsequent events such as
changes in the quoted market prices of securities ordinarily should not result
in adjustment of the financial statements because such changes typically reflect
a concurrent evaluation of new conditions. Other examples of nonrecognized
events cited in GASB Statement No. 56 that require disclosure in the notes to
the financial statements include the issuance of bonds, the creation of a new
component unit, or loss of a government facility as a result of a tornado, fire,
or flood.8
13.36 GASB Statement No. 56 acknowledges that when financial statements are reissued, certain events may have occurred subsequent to the
original issuance that require disclosure. Events requiring disclosure are those
considered essential to a user’s understanding of the reissued financial statements. These events, occurring between the original issuance of the financial
statements and the reissuance of the financial statements, should not result in
adjustment of the financial statements unless the adjustment meets the
criteria for the correction of an error or the criteria for prior-period adjustments.
That is also the case for events occurring subsequent to the original issuance
when financial statements are reissued in comparative form with financial
statements of subsequent periods.
13.37 In addition, GASB Statement 34 paragraph 11(h) requires a discussion in MD&A of currently known facts, decisions, or conditions that are
expected to have a significant effect on the government’s financial position or
results of operations. GASB Statement No. 56 states that it may be necessary
to include a discussion of subsequent events in the MD&A, depending on the
facts and circumstances.
13.38 The size or other significance and timing of subsequent events will
affect whether they are reported in the financial statements or the notes
thereto. A government evaluates subsequent events for their effect on the
financial statements, and the auditor evaluates subsequent events in relation
to the fair presentation of the individual opinion unit(s) affected by the events.
13.39 Subsequent events may be identified by a government entity’s
management or discovered as a result of audit procedures applied to specific
financial statement elements for other audit objectives or through cutoff testing
and assessment of asset and liability valuations. In addition to standard audit
procedures to identify subsequent events, procedures that are unique or significant in government may include the following:

•

Reading minutes of meetings the governing board, or any other
administrative board with management oversight, held since the
financial statement date

•

Reading the subsequent years’ capital and operating budgets

8
See also Technical Questions and Answers (TIS) section 9070.05, “Consideration of Impact
of Losses From Natural Disasters Occurring After Completion of Audit Field Work and Signing
of the Auditor’s Report But Before Issuance of the Auditor’s Report and Related Financial
Statements” (AICPA, Technical Practice Aids), which was issued in 2005.
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•

Reviewing the description in the management’s discussion and analysis of currently known facts, decisions, or conditions that are expected
to have a significant effect on financial position or results of operations for items that represent subsequent events

•

Reading articles published in paper or electronic form relating to
facts and circumstances that may require adjustment of or disclosure
in the government’s financial statements

13.40 For a discussion of the auditor’s responsibilities with respect to
subsequent events, see AU-C section 560, Subsequent Events and Subsequently
Discovered Facts (AICPA, Professional Standards). AU-C section 560 defines
subsequent events similar to that in GASB Statement No. 56 but relative to
those events that would have a material effect on the financial statements. It
should be noted that in a state or local governmental financial statement audit,
the auditor evaluates the reporting of subsequent events in relation to the fair
presentation of the individual opinion unit(s) affected by the events.
13.41 When the audited financial statements include SI, note that under
AU-C section 725, the auditor has no responsibility with respect to SI to
consider subsequent events. However, if information comes to the auditor’s
attention prior to the report release date regarding subsequent events that
affect the financial statements, the auditor should apply the relevant requirements of AU-C section 560. If information comes to the auditor’s attention
subsequent to the release of the report on the financial statements regarding
facts that may have existed at that date, which might have affected the auditor
report had the auditor been aware of such facts, the auditor should apply the
relevant requirements of AU-C section 560.

Analytical Procedures
13.42 In addition to their use in planning an audit, AU-C section 520,
Analytical Procedures (AICPA, Professional Standards), requires analytical
procedures to be performed near the end of the audit that assist the auditor
when forming an overall conclusion of the financial statement presentation for
each opinion unit.9 In addition, paragraph .22 of AU-C section 240 states that
the auditor should evaluate whether analytical procedures performed as substantive tests or when forming an overall conclusion affect the assessment of
the risk of material misstatement due to fraud. (Appendix A to chapter 4 of this
guide discusses the provisions of AU-C section 240.)

Communicating With Those Charged With Governance
13.43 AU-C section 260 requires the auditor to determine that certain
significant and relevant financial statement audit-related matters are communicated, orally or in writing, to those charged with governance of the entity. The
term those charged with governance is defined in paragraph .06 of AU-C section
260, as “the person(s) or organization(s) with responsibility for overseeing the
strategic direction of the entity and obligations related to the accountability of
the entity. This includes overseeing the financial reporting and disclosure
process.” In most entities, governance is a collective responsibility that may be
carried out by a board of directors, a committee of the board of directors (for

9
The AICPA Audit Guide Analytical Procedures provides practical guidance to auditors on
the effective use of analytical procedures.
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example, an audit or legislative oversight committee), a committee of management (for example, a finance, budget, or governmental agency executive committee), partners, equivalent persons, or some combination of these parties. In
some smaller entities, management and those charged with governance may be
the same people, for example, the owner in an owner-managed entity or a sole
trustee. In a government environment, examples of those charged with governance or management, or both (depending on the facts and circumstances),
include governing boards, city councils, audit committees, mayors, governors,
legislators, university or college presidents, certain other officials elected to a
constitutional office, and chancellors. The specific matters to be communicated
are listed in AU-C section 260. Additional matters to communicate are identified in the exhibit, “Requirements to Communicate With Those Charged With
Governance in Other AU-C Sections,” of AU-C section 260. In addition, AU-C
section 265, Communicating Internal Control Related Matters Identified in an
Audit (AICPA, Professional Standards), establishes requirements and provides
extensive guidance about communicating matters related to an entity’s internal
control over financial reporting identified while performing an audit of financial
statements. AU-C section 265 also requires that certain communications be in
writing.
13.44 Many auditors also communicate other information to audit or
equivalent committees or to management even though not required by generally accepted auditing standards (GAAS). That is, the auditor may observe and
communicate through a “management letter” ways in which the entity could
improve operational efficiency and effectiveness or otherwise improve internal
control or other policies or procedures (other than those for which communication is required by GAAS). For example, the auditor may become aware of
inappropriate budgeting techniques or estimates. With declining support from
higher levels of government, declining tax bases, and other economic factors,
governments sometimes use unique budgetary practices that may be inappropriate or unachievable. Even though not required by GAAS (unless the techniques or estimates represent errors, fraud, or noncompliance with laws and
regulations), the auditor may want to communicate those observations and
concerns to appropriate entity personnel.

Audit Documentation10
13.45 AU-C section 230, Audit Documentation (AICPA, Professional Standards), addresses the auditor’s responsibility to prepare audit documentation.11
The auditor should prepare audit documentation that is sufficient to enable an
experienced auditor, having no previous connection with the audit, to understand
a. the nature, timing, and extent of the audit procedures performed to
comply with GAAS and applicable legal and regulatory requirements;
b. the results of the audit procedures performed, and the audit evidence
obtained; and

10
See also TIS section 8345.02, “Considerations When Audit Documentation Has Been
Destroyed by Fire, Flood, or Natural Disaster” (AICPA, Technical Practice Aids), which was
issued in 2005.
11
Note that AU-C section 230, Audit Documentation (AICPA, Professional Standards),
includes the exhibit “Audit Documentation Requirements in Other AU-C Sections.”

AAG-SLV 13.45

384

State and Local Governments

c. significant findings or issues arising during the audit, the conclusions reached thereon, and significant professional judgments made
in reaching those conclusions.
13.46 Paragraph .A10 of AU-C section 230 includes examples of significant audit findings and issues related to paragraph 13.45c. In governmental
audits, significant audit findings could include, for example, not recording
dispositions of general capital assets and not including an allowance for
uncollectible receivables. In addition, paragraphs .43–.46 of AU-C section 240
states that the auditor should document certain procedures and conclusions
relating to the consideration of fraud. When concluding the audit, the auditor
should ensure that these and all other audit documentation requirements have
been met. Appendix A to chapter 4 of this guide discusses consideration of fraud
in a financial statement audit (AU-C section 240), including governmentspecific considerations.
13.47 For audit procedures related to the inspection of significant contracts or agreements, the auditor should include abstracts or copies of those
contracts or agreements in the audit documentation. Auditors should complete
the assembly of the final audit file by the documentation completion date, which
is defined by paragraph .06 of AU-C section 230 as no later than 60 days
following the report release date. Documentation should be retained for at least
5 years from the report release date. After the documentation completion date,
documentation should not be deleted or discarded during this retention period.
If in rare circumstances, the auditor performs new or additional audit procedures or draws new conclusions after the date of the auditor’s report, the
auditor should document the addition in accordance with paragraph .14 of
AU-C section 230.
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Chapter 14

Audit Reporting
There are similarities, but important differences, between how the Governmental Accounting Standards Board (GASB) defines supporting information
and how the AICPA auditing standards refer that same information. The
following is intended to clarify the two standard-setters’ descriptions of the
information and how the information will be referred to in the guide.
According to the GASB Concepts Statement No. 3, Communication Methods in
General Purpose External Reports That Contain Basic Financial Statements,
supporting information places basic financial statements and notes to basic financial statements in an appropriate operational, economic or historical context. The
information is either (1) required by the GASB as required supplementary information (RSI) to be presented with the basic financial statements and the notes
thereto; (2) supplementary information (SI) which is required by law or regulation
to be presented; or (3) supplementary information presented at the election of the
preparer. Supplementary information as contemplated in GASB Concepts Statement No. 3 [that is, (2) and (3)] are referred to in this guide when describing GASB
requirements as “GASB defined” SI. GASB Concepts Statement No. 3 limits its
discussion of supporting information to “GASB defined” SI and RSI.
In contrast, the AICPA auditing standards refer to such supporting information
as either RSI, other information (OI), or SI. AU-C section 730, Required
Supplementary Information (AICPA, Professional Standards), defines RSI consistently with GASB literature. Therefore, references to such information in
this guide are to RSI. AU-C section 720, Other Information in Documents
Containing Audited Financial Statements (AICPA, Professional Standards),
defines OI as financial and nonfinancial information (other than the financial
statements and the auditor’s report thereon) that is included in a document
containing audited financial statements and the auditor’s report thereon,
excluding RSI. AU-C section 725, Supplementary Information in Relation to the
Financial Statements as a Whole (AICPA, Professional Standards), defines SI
as information presented outside the basic financial statements, excluding RSI
that is not considered necessary for the financial statements to be fairly
presented in accordance with the applicable financial reporting framework.
This guide uses SI to describe information for which (1) the required conditions
in AU-C section 725 have been met and (2) the auditor has been engaged to
provide an “in relation to” opinion and OI for situations where the limited
procedures in AU-C section 720 are required.
The U.S. Government Accountability Office issued Government Auditing Standards, 2011 Revision (2011 revision) in December 2011. The most significant
changes in the 2011 revision relates to auditor independence. The 2011 revision
supersedes the 2011 Internet Version of Government Auditing Standards (interim revision) that was issued in August 2011 and also replaces Government
Auditing Standards, July 2007 Revision. The effective date of the 2011 revision
for financial audits and attestation engagements is for periods ending on or
after December 15, 2012. Early implementation is not permitted.
The AICPA Audit Guide Government Auditing Standards and Circular A-133
Audits discusses Government Auditing Standards requirements and guidance
relating to financial audits. The 2013 edition of that guide has been conformed
to reflect the requirements and guidance in the 2011 revision.
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Introduction
14.01 Many governments are required to publish annual financial reports.
Independent auditors often audit the financial statements in those reports. A
government’s management is responsible for the contents of the financial
report. An independent auditor’s primary responsibility is to report on whether
the basic financial statements, including the notes thereto, are presented fairly
in conformity with generally accepted accounting principles (GAAP).1 The type
of report the independent auditor issues depends primarily on the contents of
the basic financial statements and on the scope and results of the audit.2 This
chapter discusses the auditor’s report on governmental financial statements in
various situations. Chapter 13, “Concluding the Audit,” discusses the auditor’s
required communications with those charged with governance, including the
audit committee and others.
14.02 The basic financial statements are defined by GASB and represent
the minimum financial statements that should be prepared under GAAP. The
basic financial statements generally contain government-wide financial statements, fund financial statements, and notes to the financial statements. The
basic financial statements should be accompanied by RSI, which consists of
management’s discussion and analysis (MD&A) and, when applicable, other
RSI.3 Chapter 2, “Financial Reporting,” provides an overview of the form and
content of the basic financial statements and RSI. Other chapters of this guide
provide more detail about certain aspects of those financial statements and
RSI.
14.03 The auditor’s primary responsibility is to report on the results of the
audit of the basic financial statements. The auditor has additional responsibilities related to RSI and to supplementary information other than RSI
(referred to in this guide as “GASB defined” SI). The auditor’s responsibility for
performing procedures on RSI and “GASB defined” SI is discussed in chapter
4, “General Auditing Considerations,” and the auditor’s responsibility for reporting on that information is discussed in paragraphs 14.63–.84. The basic
financial statements are designed to include all information required for a fair
and complete presentation in conformity with GAAP and may be issued without
RSI or “GASB defined” SI, although the omission of RSI will affect the auditor’s
report. Specific “GASB defined” SI accompanies the basic financial statements
in a Comprehensive Annual Financial Report (CAFR), as outlined in chapter 2.
1
Auditor’s reports on basic financial statements that are presented using a comprehensive
basis of accounting other than generally accepted accounting principles (GAAP), which are
referred to as other comprehensive basis of accounting financial statements, are discussed in
chapter 15, “Financial Statements Prepared in Accordance With a Special Purpose Framework.”
Auditor’s reports on summary financial information in popular reports are discussed in
paragraphs 14.93–.102.
2
Frequently, governments are required by statute or other mandate to have their financial
statements audited in accordance with Government Auditing Standards (also referred to as the
Yellow Book), issued by the Comptroller General of the United States. In addition, auditors may
voluntarily choose to perform their work in accordance with Government Auditing Standards.
For financial audits, Government Auditing Standards incorporates all AICPA auditing standards by reference. Additional Government Auditing Standards requirements and guidance
relating to financial audits are discussed in the AICPA Audit Guide Government Auditing
Standards and Circular A-133 Audits.
3
As discussed in chapter 2, “Financial Reporting;” and chapter 11, “The Budget”; the
Governmental Accounting Standards Board (GASB) Statement No. 34, Basic Financial Statements—
and Management’s Discussion and Analysis—for State and Local Governments, as amended,
permits governments to elect to report certain required budgetary comparison information in
a budgetary comparison statement as part of the basic financial statements, rather than as
required supplementary information (RSI).
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Materiality
14.04 The primary objective of the audit of financial statements is the
expression of an opinion on the fairness with which they present, in all material
respects, financial information as of the date and for the period identified in
conformity with GAAP. As discussed in chapters 4 and 13, auditors should plan,
perform, and evaluate the results of audit procedures on a government’s basic
financial statements based on opinion units. Normally, the opinion units in a
government’s basic financial statements are (as applicable) the governmental
activities; the business-type activities; the aggregate discretely presented component units; each major governmental and enterprise fund; and the aggregate
remaining fund information (nonmajor governmental and enterprise funds, the
internal service fund type, and the fiduciary fund types). As discussed in
chapter 4, in certain circumstances, auditors may choose to combine the two
aggregate opinion units—the one for the aggregate discretely presented component units and the one for the aggregate remaining fund information—into
a single opinion unit. The resulting combined unit is referred to as the aggregate
discretely presented component units and remaining fund information opinion
unit. The AICPA’s fourth standard of reporting requires that the auditor either
express an opinion regarding the financial statements, taken as a whole, or
state that an opinion cannot be expressed, in the auditor’s report. In reporting
on a government’s basic financial statements, the auditor must either express
an opinion regarding the financial statements for each opinion unit or state
that an opinion on one or more opinion units cannot be expressed, in the
auditor’s report. Generally, the auditor expresses or disclaims an opinion on a
government’s financial statements taken as a whole by providing opinions or
disclaimers of opinion on each opinion unit. See paragraph 14.10 for further
discussion.
14.05 AU-C section 700, Forming an Opinion and Reporting on Financial
Statements (AICPA, Professional Standards), requires that the auditor either
express an opinion regarding the financial statements, as a whole, or state that
an opinion cannot be expressed, in the auditor’s report. In reporting on a
government’s basic financial statements, the auditor should either express an
opinion regarding the financial statements for each opinion unit or state that
an opinion on one or more opinion units cannot be expressed, in the auditor’s
report. Generally, the auditor expresses or disclaims an opinion on a government’s financial statements as a whole by providing opinions or disclaimers of
opinion on each opinion unit. See paragraph 14.10 for further discussion.
Update 14-1 Accounting and Reporting: Reporting Entity
GASB Statement No. 61, The Financial Reporting Entity: Omnibus—an amendment of GASB Statements No. 14 and No. 34, issued in November 2010, is
effective for periods beginning after June 15, 2012. Earlier application is
encouraged. In the first period the statement is applied, changes should be
treated as an adjustment of prior periods, and financial statements presented
for the periods affected should be restated.
GASB Statement No. 61 amends GASB Statement Nos. 14, The Financial
Reporting Entity, and 34, Basic Financial Statements—and Management’s
Discussion and Analysis—for State and Local Governments, by amending the
criteria for including component units and for blending component units in the
financial statements of the primary government. In addition, GASB Statement
No. 61 requires reporting condensed combining information in the notes to the
(continued)
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financial statements for component units that are blended through consolidation into the single column of primary governments that are business-type
activities reporting in a single column (such as a state university). GASB
Statement No. 61 also clarifies the reporting of equity interests in legally
separate organizations.
For more information about the effects of GASB Statement No. 61 upon its
implementation, a summary of this statement is included in section A.01 in
appendix A, “Guidance Updates.”
14.06 Paragraph .A18 of AU-C section 705, Modifications to the Opinion
in the Independent Auditor’s Report (AICPA, Professional Standards), states
that, because the auditor of a government’s basic financial statements expresses an opinion or disclaims an opinion on each opinion unit, an auditor’s
report in these circumstances may express an unmodified opinion on the
financial statements of one or more opinion units and modified opinions or
disclaimers of opinion on one or more of the other opinion units. However, as
discussed in paragraph 14.10, there are situations in which an adverse opinion
or disclaimer of opinion should be given for the government’s basic financial
statements as a whole.
14.07 The auditor’s evaluation of the results of audit procedures that
would lead to an opinion modification on one opinion unit may or may not result
in an opinion modification on another opinion unit. For example, a GAAP
departure may result in an opinion modification on a major governmental fund
opinion unit. The auditor may conclude that the effect of that departure also has
a material effect on the presentation of governmental activities and therefore
also modify the opinion on the governmental activities opinion unit. On the
other hand, the auditor may conclude that the effect of that departure does not
materially affect governmental activities, and not modify the opinion on the
governmental activities opinion unit for the departure. (See the illustrative
auditor’s report in appendix A [example A-5].)
14.08 Similarly, the auditor may conclude that the effect of a GAAP
departure has a material effect on, for example, the governmental activities
opinion unit, but that the departure does not similarly affect the opinion units
that include governmental funds. For example, if a government does not accrue
material compensated absences liabilities relating to governmental activities,
that nonaccrual may result in a modified opinion on the governmental activities
opinion unit, but not directly affect the auditor’s opinions on the opinion units
that include governmental funds, which only accrue compensated absences
liabilities to the extent the liability has matured (come due for payment). (See
the illustrative auditor’s report in appendix A [example A-7].) As discussed in
chapter 2, GASB Statement No. 34, as amended, requires reconciliations to the
government-wide financial statements to be presented with the fund financial
statements. In developing opinions on the opinion units, the auditor should
view the financial statement reconciliations as relating to the presentation of
the governmental activities and business-type activities opinion units, as
discussed in chapter 4.
14.09 As discussed in chapter 4, the financial statements for some specialpurpose governments engaged only in business-type activities (such as utilities)
and for special-purpose governments engaged only in fiduciary activities (such
as public employee retirement systems—PERS) will have a single opinion unit
(provided the government has no discretely presented component units). Thus,
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the auditor will give a single opinion on those financial statements. In those
situations, the auditor should either express an opinion regarding the financial
statements as a whole, or state that an opinion on the financial statements as
a whole cannot be expressed, in the auditor’s report.
14.10 For entities with more than one opinion unit, certain egregious
situations will result in the auditor expressing an adverse opinion or disclaimer
of opinion on the financial statements as a whole:

•

The auditor should express an adverse opinion on the financial
statements as a whole when the required government-wide or fund
financial statements are not presented.

•

The auditor should express an adverse opinion on the financial
statements as a whole when adverse opinions are appropriate for
both the governmental activities and business-type activities opinion
units (or for only the governmental activities opinion unit if that is
the only required presentation for the primary government in the
reporting entity’s government-wide financial statements).

•

The auditor should express a disclaimer of opinion on the financial
statements as a whole when disclaimers of opinion are appropriate
for both the governmental activities and business-type activities
opinion units (or for only the governmental activities opinion unit if
that is the only required presentation for the primary government in
the reporting entity’s government-wide financial statements).

Other situations occur in which adverse opinions or disclaimers of opinion on
one or more opinion units are appropriate. In those situations, the auditor
should use professional judgment to evaluate the facts and circumstances of
those opinion modifications to determine whether the financial statement
presentations on which the auditor is considering issuing a modified report are
of such a nature that the financial statements, as a whole, are not presented
fairly in conformity with GAAP or if it is appropriate to disclaim an opinion on
the financial statements as a whole. (See the illustrative auditor’s report of an
adverse opinion in appendix A (example A-8).
14.11 As discussed in chapter 4, the terms of an audit engagement may
cause the auditor to set the scope of the audit and assess materiality at a
more-detailed level than at the opinion unit level used for the basic financial
statements (for example, at an individual fund or fund type level). Paragraphs
14.60–.62 discuss auditor reporting in those situations.

Specific Issues in Reporting on the Audits of
Governmental Financial Statements
Basic Financial Statements
14.12 The auditor’s standard report on a government’s basic financial
statements states that the financial statements present fairly, in all material
respects, the financial position, changes in financial position, and, where
applicable, cash flows of each opinion unit in those financial statements in
conformity with GAAP. (See paragraph 14.17 for a discussion of changes to the
4
Some special-purpose governments engaged only in business-type activities have more
than one opinion unit, for example, because they have more than one enterprise fund or because
they report fiduciary activities in fiduciary funds. Therefore, the auditor’s report will provide
more than one opinion.
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standard report if the basic financial statements contain a single opinion unit.)
The basic elements of the standard report are listed in paragraphs .23–.41 of
AU-C section 700.5 The form of the auditor’s standard report on a government’s
basic financial statements covering a single year, when reporting on accompanying RSI, SI, and OI6 as shown in appendix A (example A-1).

The Auditor’s Report
14.13 A description of the format and content of an auditor’s report for
audits conducted in accordance with generally accepted auditing standards
(GAAS) is provided in AU-C section 700. This guide discusses the nuances of
applying AU-C section 700 to state and local government reporting; auditors
should refer to the standard for all reporting requirements.

The Introductory Paragraph
14.14 The introductory paragraph of the auditor’s report should refer to
the audit of the financial statements of each opinion unit, even though some of
those opinion units do not have distinct or separate financial statements. For
example, there usually will not be a single set of financial statements for the
“aggregate remaining fund information.” However, the reference in the introductory paragraph to the financial statements for the aggregate remaining
fund information is meant to refer to the aggregate of the financial statements
for the funds and fund types that comprise that opinion unit. The introductory
paragraph should identify the financial statements being audited. Usually, this
identification includes reference to the table of contents or to the pages on
which the financial statements are displayed. It is appropriate to refer to the
table of contents only if the financial statements for which the reference is made
are listed in the table of contents.
14.15 When the auditor disclaims an opinion due to the inability to obtain
sufficient appropriate audit evidence, the auditor should amend the introductory paragraph to state the auditor was “engaged to audit” the financial
statements.
14.16 Usually, the introductory and opinion paragraphs of the auditor’s
report will refer in a general manner to the government’s major funds, rather
than separately naming individual major funds. This type of reference is
appropriate if the major governmental and enterprise funds are evident from
the basic financial statements (for example, if the financial statements, through
labeling or disclosure, indicate which governmental and enterprise funds are
major).7 When the major funds are evident from the basic financial statements,
5
The Public Company Accounting Oversight Board (PCAOB) establishes standards for audits
of issuers, as that term is defined by the Sarbanes-Oxley Act of 2002 or whose audit is prescribed
by the rules of the Securities Exchange Commission (SEC). Other entities are referred to as
nonissuers. Paragraphs .42–.43 of AU-C section 700, Forming an Opinion and Reporting on
Financial Statements (AICPA, Professional Standards), provides guidance for the auditor’s report
for audits conducted in accordance with both GAAS and another set of auditing standards, for
example the PCAOB. See further discussion in paragraphs A-3–A-4 in appendix A.
6
There is no requirement to report on other information (OI) in AU-C section 720, Other
Information in Documents Containing Audited Financial Statements (AICPA, Professional
Standards). Paragraph .A13 of AU-C section 720 provides an example of an other-matter
paragraph that the auditor may use to disclaim an opinion on OI.
7
For example, the basic financial statements may include only one nonmajor enterprise
fund and label all enterprise funds by name without indicating which enterprise funds are
major and nonmajor. Item 7.56.8 of the GASB Comprehensive Implementation Guide states that
the government should clearly distinguish between major and nonmajor funds and provides an
example of how that can be accomplished.

AAG-SLV 14.13

391

Audit Reporting

there is a presumption that the report users will be able to reasonably
determine the major funds on which the auditor is opining. However, if the
financial statements are ambiguous about which governmental and enterprise
funds are major, the auditor should name those major funds in the report to
make the scope of the audit and the opinions on the opinion units clear to the
report user. In cases when there are different types of opinions, the illustrative
reports in this chapter include a table to illustrate an additional way for the
auditor to communicate that more than one type of opinion is being issued. The
table’s inclusion may assist users in more easily understanding the report, but
it is not a required element. See example A-4 in appendix A of this chapter for
an example.
14.17 As discussed in paragraph 14.09, the financial statements for some
special-purpose governments engaged only in business-type activities and for
special-purpose governments engaged only in fiduciary activities will have a
single opinion unit and, thus, the auditor will give a single opinion on those
financial statements.8 See the illustrative auditor’s report in appendix A
(example A-2). If, however, such a special-purpose government has one or more
discretely presented component units, there will be more than one opinion unit.
See the illustrative auditor’s report in appendix A (example A-3).

Management’s Responsibility for the Financial Statements
14.18 The auditor’s report should include a section with the heading
“Management’s Responsibility for the Financial Statements.” This section
should describe management’s responsibility for the preparation and fair
presentation of the financial statements, including an explanation that management is responsible for the preparation and fair presentation of the financial
statements in accordance with the applicable financial reporting framework.
This responsibility includes the design, implementation, and maintenance of
internal control relevant to the preparation and fair presentation of financial
statements that are free from material misstatement, whether due to fraud or
error. The description about management’s responsibility for the financial
statements in the auditor’s report should not be referenced to a separate
statement by management about such responsibilities if such a statement is
included in a document containing the auditor’s report.

Auditor’s Responsibility
14.19 This section should include the heading “Auditor’s Responsibility”
and should state that the auditor’s responsibility is to express opinions on the
financial statements based on the auditor’s audit. However, even though the
auditor’s report generally will provide more than one opinion, the auditor is
conducting only one audit. Therefore, this section refers to only one audit. Note
there are cases in which there is only one opinion unit, see paragraph 14.12, in
which case the reference would then be to opinion rather than opinions.
14.20 Based on paragraph .28 of AU-C section 705, when the auditor
disclaims an opinion due to an inability to obtain appropriate audit evidence,
the auditor should amend the “Auditor’s Responsibility” section as follows:
Our responsibility is to express opinions on these financial statements based on our audit. We conducted our audit in accordance with
auditing standards generally accepted in the United States of America.
Those standards require that we plan and perform the audit to obtain
8

See footnote 4.
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reasonable assurance about whether the financial statements are
free from material misstatement. Because of the matter(s) described
in the “Basis for Disclaimer of Opinion” paragraph, however, we were
not able to obtain sufficient appropriate audit evidence to provide a
basis for an audit opinion on the [identify the opinion unit].
14.21 If the government presents the required budgetary comparison
information as a basic financial statement rather than as RSI (see chapter 11,
“The Budget”), the scope of the audit for the general and each major special
revenue fund that has a legally adopted annual budget should encompass the
required budgetary comparison information. The opinion paragraph should
also refer to the budgetary comparisons for those funds. See the discussion in
footnotes in appendix A in examples A-1, A-5, A-15, and A-16.

Auditor’s Opinion
14.22 This section should include the heading “Opinion” or “Opinions” if
there are multiple opinion units. When expressing an unmodified opinion on a
government’s basic financial statements, the opinion paragraph should state
that the financial statements present fairly, in all material respects, the
financial position, changes in financial position, and, where applicable, cash
flows of each opinion unit in those financial statements in conformity with
GAAP or the applicable financial reporting framework and its origin. Modifications to opinions are discussed in paragraphs 14.25–.35.

Other Reporting Responsibilities
14.23 If the auditor addresses other reporting responsibilities in the
auditor’s report on the financial statements that are in addition to the auditor’s
responsibility under GAAS to report on the financial statements, these other
reporting responsibilities should be addressed in a separate section in the
auditor’s report that should be subtitled “Report on Other Legal and Regulatory
Requirements” or otherwise, as appropriate to the content of the section. An
example of such reporting would be for audits conducted under Government
Auditing Standards which require the auditor to report on internal control over
financial reporting and compliance with laws, regulations, and provisions of
contracts or grant agreements.

Emphasis of Matter and Other-Matter Paragraphs
14.24 Certain circumstances, although not affecting the auditor’s unmodified opinion on the financial statements, may require that the auditor add an
emphasis-of-matter or other-matter paragraph to the auditor’s report. Paragraph .05 of AU-C section 706, Emphasis-of-Matter Paragraphs and OtherMatter Paragraphs in the Independent Auditor’s Report (AICPA, Professional
Standards), provides the following definitions:
Emphasis-of-matter paragraph. A paragraph included in the auditor’s report that is required by GAAS, or is included at the auditor’s
discretion, and that refers to a matter appropriately presented or
disclosed in the financial statements that, in the auditor’s professional judgment, is of such importance that it is fundamental to
users’ understanding of the financial statements.
Other-matter paragraph. A paragraph included in the auditor’s report
that is required by GAAS, or is included at the auditor’s discretion,
and that refers to a matter other than those presented or disclosed
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in the financial statements that, in the auditor’s professional judgment, is relevant to users’ understanding of the audit, the auditor’s
responsibilities, or the auditor’s report.

Departures From the Standard Report9
Basis for Modification Paragraph
14.25 Paragraph .17 of AU-C section 705 requires the auditor to include,
in addition to the elements of the auditor’s report specified in AU-C section 700,
a paragraph that provides a description of the matter giving rise to the
modification. The paragraph should be placed before the opinion paragraph and
use a heading that includes “Basis for Qualified Opinion, Basis for Adverse
Opinion,” or “Basis for Disclaimer of Opinion,” as appropriate. Even if the
auditor has expressed an adverse opinion or disclaimed an opinion on the
financial statements, the auditor should (a) describe in the basis for modification paragraph any other matters of which the auditor is aware that would have
required a modification to the opinion and the related effects and (b) consider
the need to describe in an emphasis-of-matter paragraph or other-matter
paragraph(s) regarding any other matters of which the auditor is aware that
would have resulted in additional communications in the auditor’s report on the
financial statements that are not modifications of the auditor’s report.
14.26 The following sections explain the types of conditions that may lead
to an opinion modification and illustrates or refers to report language for those
modifications. Specific situations that may require changes in the standard
report language are discussed in paragraphs 14.36–.39.

Scope Limitations
14.27 A lack of sufficient appropriate audit evidence or restrictions on the
scope of the audit of the financial statements for an opinion unit may lead the
auditor to qualify the opinion or disclaim an opinion on that opinion unit. A
scope limitation is present if a portion of a governmental reporting entity is not
audited. A scope limitation that arises from a lack of sufficient appropriate
audit evidence to support a financial statement assertion may involve circumstances in which, for example, a government’s accounting systems, processes,
and records do not provide sufficient information to enable the government to

•

report interfund activity and balances in the fund financial statements,

•

eliminate internal activity and balances in the government-wide
financial statements, or

•

report capital assets in conformity with GAAP.

The auditor also should consider whether the entity’s presentation constitutes
a departure from GAAP. A scope limitation arising from insufficient audit
evidence also could involve a situation in which an auditor is unable to obtain
information about internal control over service organization services that are
part of the government’s information system.

9
The AICPA Audit Guide Government Auditing Standards and Circular A-133 Audits
contains information on additional reporting standards and illustrative auditor’s reports for
audits conducted in accordance with Government Auditing Standards. This publication is
available for purchase at www.cpa2biz.com.
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Qualified Opinion—Scope Limitations
14.28 When a qualified opinion results from a limitation on the scope of
the audit or insufficient audit evidence, the auditor should describe the circumstances in the basis for modification paragraph before the opinion paragraph and use a heading that includes “Basis for Qualified Opinion.” The
heading of the opinion paragraph should include “Qualified Opinion.” An
example of a qualified opinion when a government does not obtain an audit of
one or more (but not all) discretely presented component units that are material
to the aggregate discretely presented component unit opinion unit, and the
auditor determines that a qualification of opinion is appropriate, is shown in
appendix A (example A-4).

Disclaimer of Opinion—Scope Limitations10
14.29 A disclaimer of opinion states that the auditor does not express an
opinion on the financial statements for one or more opinion units (or for the
financial statements as a whole as discussed in paragraphs 14.10 and 14.31).
A disclaimer is appropriate when the auditor has not performed an audit
sufficient in scope to enable the auditor to form an opinion on the financial
statements for the opinion unit or when the client imposes restrictions that
significantly limit the scope of the audit. When disclaiming an opinion on an
opinion unit because of a scope limitation, the auditor should describe the
circumstances in the basis for modification paragraph before the opinion
paragraph and use a heading that includes “Basis for Disclaimer of Opinion.”
The opinion paragraph should use a heading that includes “Disclaimer of
Opinion.”
14.30 An example basis for modification paragraph when one or more (but
not all) discretely presented component units are not audited, and the auditor
determines that a disclaimer of opinion is appropriate, is the same as that
illustrated in appendix A (example A-4), for a qualified opinion. (That example
basis for modification paragraph would require some modification if an auditor
disclaims an opinion because all discretely presented component units are not
audited.) Footnote 18 in example A-4 illustrates a disclaimer of opinion on the
aggregate discretely presented component units.
14.31 As discussed in paragraph 14.10, there may be situations in which,
for entities with more than one opinion unit, the auditor will disclaim an
opinion on the financial statements as a whole. In those situations, the auditor
should state in a separate basis for modification paragraph all of the substantive reasons for the disclaimer on the financial statements as a whole. See the
illustrative auditor’s reports in paragraph .A32 of AU-C section 705.

Departures From GAAP
14.32 A departure from GAAP in the financial statements for an opinion
unit may lead the auditor to qualify the opinion or express an adverse opinion
on that opinion unit. Some of the departures from GAAP that, depending on the

10
See also Technical Questions and Answers section 8345.01, “Audit Considerations When
Client Evidence and Corroborating Evidence in Support of the Financial Statements Has Been
Destroyed by Fire, Flood, or Natural Disaster” (AICPA, Technical Practice Aids), which was
issued in 2005 and discusses a disclaimer of opinion if substantially all of an entity’s evidence
and corroborating evidence in support of the financial statements has been destroyed and the
auditor has been unable to complete audit procedures with respect to financial statement
amounts and assertions.
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materiality of the effect, may require an opinion modification for one or more
opinion units include:

•

Financial information, for example, for a fund, department, agency, or
program, or one or more (but not all) component units, is omitted from
the financial statements. (See the discussion concerning omitted
major funds in paragraph 14.53 and omitted component units in
paragraphs 14.54–.57.)

•

A portion of the reporting entity does not apply GAAP, for example,
a component unit is on a cash basis of accounting.

•

General capital assets are omitted from the government-wide financial statements.

•

The entity accounts for infrastructure assets using the modified
approach even though it no longer qualifies to do so. (See the detailed
discussion about the modified approach in chapter 7, “Capital Assets.”)

•

The fund financial statements do not report one or more governmental or enterprise funds as major in conformity with the quantitative
criteria of GASB Statement No. 34, as amended. (See paragraph
14.53.)

•

A required note disclosure is omitted or is not presented in conformity with GAAP.

Qualified Opinion—Departures From GAAP
14.33 When the auditor expresses a qualified opinion, the auditor should
include a basis of modification paragraph before the opinion paragraph that
includes the heading “Basis for Qualified Opinion” that explains, for each
affected opinion unit, (a) all of the substantive reasons that have led him or her
to conclude that there has been a departure from GAAP and (b) the principal
effects of the subject matter of the qualification on the financial position,
changes in financial position, or, where applicable, cash flows, if practicable, or
a statement that the effects are not reasonably determinable. The opinion
paragraph of the report also should include the appropriate qualifying language
and a reference to the basis for modification paragraph. Appendix A, examples
A-5 and A-10, illustrate qualified opinions for departures from GAAP.

Adverse Opinion—Departures From GAAP
14.34 An adverse opinion states that the financial statements for an
opinion unit (or for the financial statements as a whole as discussed in
paragraph 14.35) do not present fairly the financial position, changes in
financial position, or, where applicable, cash flows in conformity with GAAP.
When the auditor expresses an adverse opinion for an opinion unit, the
auditor’s report should include a separate basis for modification paragraph
before the opinion paragraph that uses the heading “Basis for Adverse Opinion.” The opinion paragraph should use a heading that includes “Adverse
Opinion.” The basis for modification paragraph makes the same explanations
about the adverse opinion as discussed in paragraph 14.33 for a qualified
opinion.

•

An example of an adverse opinion on governmental activities because
those financial statements do not include certain general infrastructure assets is shown in appendix A (example A-6). The auditor should
consider quantitative and qualitative factors in determining whether
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the omission of general infrastructure assets requires an opinion
modification and, if so, whether the modification should be a qualified
or an adverse opinion. Because a general-purpose government’s
general infrastructure assets are presumed to be material in relation
to its governmental activities unless demonstrated otherwise, an
adverse opinion usually would be appropriate. Such a presumption
does not exist for special-purpose governments because some specialpurpose governments, such as school districts, generally have little or
no general infrastructure assets. Further, some auditors may conclude that the omission of general infrastructure assets cause the
financial statements, as a whole, not to be presented fairly in conformity with GAAP.

•

An example of an adverse opinion because a government does not
accrue compensated absences liabilities and expenses for governmental activities is shown in appendix A (example A-7).

•

An example of an adverse opinion because a government does not
report an enterprise fund as major in conformity with the quantitative criteria of GASB Statement No. 34, as amended, is shown in
appendix A (example A-10). (See the further discussion in paragraph
14.53.)

•

An example of an adverse opinion on the aggregate discretely presented component unit opinion unit because a government issues
separate primary government basic financial statements without
also issuing audited financial statements for the reporting entity is
shown in appendix A (example A-12). (See the further discussion in
paragraph 14.56.)

14.35 As discussed in paragraph 14.10, there may be situations in which
an adverse opinion(s) on the financial statements of an entity with more than
one opinion unit will result in the auditor expressing an adverse opinion on the
financial statements as a whole. An example of an adverse opinion when a
government does not present government-wide financial statements is shown
in appendix A (example A-8).

Special Situations
Part of the Audit Performed by a Component Auditor
14.36 There are many situations in which another auditor is involved in
auditing a portion of a reporting entity. Usually involvement of another auditor
relates to auditing component units. Chapter 4 discusses the requirements of
AU-C section 600, Special Consideration—Audits of Group Financial Statements (Including the Work of Component Auditors) (AICPA, Professional Standards), to identify the group engagement team responsibilities in those situations. The group engagement partner should consider the guidance in chapter
4 concerning whether to assume responsibility for the work of a component
auditor and, thereby, whether to refer in the auditor’s report to the work of a
component auditor. When the group engagement partner decides to refer to the
audit of a component auditor in the auditor’s report on the group financial
statements, the report on the group financial statements should clearly indicate
that the component was not audited by the auditor of the group financial
statements but was audited by the component auditor and should include the
magnitude of the portion of the financial statements audited by the component
auditor.
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14.37 If the group engagement partner decides to name a component
auditor in the auditor’s report on the group financial statements
a. the component auditor’s express permission should be obtained.
b. the component auditor’s report should be presented together with
that of the auditor’s report on the group financial statements.
If the group engagement auditor decides to assume the responsibility for the
work of a component auditor, no reference should be made to the component
auditor in the auditor’s report on the group financial statements. Appendix A
(example A-9) illustrates a report that refers to the audit of a component
auditor.
14.38 If the opinion of a component auditor is modified or that report
includes an emphasis-of-matter or other-matter paragraph, the auditor of the
group financial statements should determine the effect that this may have on
the auditor’s report on the group financial statements. When deemed appropriate, the auditor of the group financial statements should modify the opinion
on the group financial statements or include an emphasis-of-matter or othermatter paragraph in the auditor’s report on the group financial statements.
14.39 Paragraph 14.85 discusses the effect on the auditor’s report on the
group financial statements of a component auditor’s work on RSI and SI.

Subcontracting, Joint Audits, and Joint Ventures
14.40 An auditor occasionally performs an audit with another auditor, for
example, a state auditor’s office or a minority-owned or small firm. When
another auditor is involved on a subcontract basis, only the auditor of the firm
engaged to issue the audit report signs the auditor’s report.
14.41 When the audit is performed on a joint basis, the auditors participating in the audit each sign the report in their individual capacities. AICPA
standards do not provide for two or more auditors to divide the responsibility
for an audit of the basic financial statements of a single entity. That is, each
individual or firm signing an audit report is considered to be separately
expressing the opinion(s) in the report. Each individual or firm that signs the
report should have complied with GAAS as if they were the only signatory of
the report.
14.42 A joint venture by two firms to conduct an audit takes the form of
a legal entity, just as individuals band together to form a firm. In that situation,
the audit report might be signed with the joint venture name. However, before
using such an approach, the auditors should consider the implications of ethics
rules on the use of fictitious names and state licensing statutes that may not
recognize such an entity.

Preferable Accounting Policies
14.43 As discussed in paragraph .07 of AU-C section 708, Consistency of
Financial Statements (AICPA, Professional Standards), one of the objectives of
the auditor is to communicate appropriately in the auditor’s report when the
comparability of financial statements between periods has been materially
affected by a change in accounting principle. The auditor should determine
whether such a change in accounting principle meets the criteria in paragraph
.07 of AU-C section 708 and whether an emphasis-of-matter paragraph is
required.
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14.44 In making the evaluation, the auditor should consider whether the
standards setter has identified a particular practice as preferable or encouraged.11 An accounting principle is preferable if the standards setter has
identified it as such. If, instead, the standards setter has identified a principle
as encouraged, that fact is considered in conjunction with other facts and
circumstances (such as industry practice) in applying professional judgment to
conclude whether an accounting principle is preferable. If a change is made to
a less preferable method or without reasonable justification, and if the effect of
the change is material, the auditor should express a qualified or adverse
opinion for the affected opinion units. A change in a display principle would be
less likely to be material than a change in a measurement or recognition
principle. The auditor’s consideration of and reporting on changes in accounting
principles are discussed in paragraphs .08–.12 of AU-C section 708.

Prior-Period Financial Information
14.45 Sometimes, a government’s basic financial statements include financial information from a prior period. This may be done in one of two ways: (a) a
complete presentation or (b) a partial or summarized presentation. (A government’s financial report also may include prior-year information presented as RSI
or “GASB defined” SI. Paragraph 14.86 discusses certain considerations relating
to that situation. In addition, paragraph 14.73 discusses the presentation of
MD&A when comparative prior-year financial statements are presented.)

Complete Presentation of Prior-Period Financial Information
14.46 As discussed in chapter 2, a complete presentation of prior-period
financial information occurs when a government includes the complete basic
financial statements from the prior period. That presentation may include
additional information on the face of the current-period statements or may
include both current-period and prior-period statements. Paragraphs .A43–.A45
of AU-C section 700 state that the level of information included for the prior
periods in comparative financial statements is comparable with that of the
financial statements of the current period. Because the auditor’s report on
comparative financial statements applies to the financial statements for each
of the periods presented, the auditor may express a qualified opinion or an
adverse opinion, disclaim an opinion, or include an emphasis-of-matter paragraph with respect to one or more financial statements for one or more periods
while expressing a different auditor’s opinion on one or more financial statements of another period presented.12
14.47 If the prior-period financial statements include the minimum information required by GAAP for a complete set of financial statements, a
continuing auditor should report on them.13 When complete comparative financial statements are presented and the auditor has not been engaged to audit

11
Although GASB standards do not identify any alternatives as preferable, they do state
or imply that the use of certain alternatives are encouraged. Appendix A, “Accounting and
Financial Reporting Alternatives in GASB Statement No. 34, as Amended,” to chapter 2 lists
certain accounting and financial reporting alternatives contained in GASB standards and
identifies those that are encouraged.
12
The auditor’s consideration of this guidance from AU-C section 700 should be applied
within the context of reporting on a government’s financial statements based on opinion units
as discussed in chapter 4, “General Auditing Considerations,” and earlier in this chapter.
13
See paragraph 14.73 for a discussion of comparative information in management’s
discussion and analysis.
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the prior-period financial statements, the government may request the predecessor auditor to reissue the auditor’s report. Paragraphs .19–.20 of AU-C
section 560, Subsequent Events and Subsequently Discovered Facts (AICPA,
Professional Standards), provide guidance regarding such a reissuance. Paragraphs .54–.55 of AU-C section 700 address the auditor’s responsibility when
the prior auditor’s report is not presented.

Partial or Summarized Presentation of Prior-Period Financial
Information
14.48 Partial or summarized presentations of prior-period comparative
financial information result when the government presents less than the full
basic financial statements from the prior period. (Chapter 2 discusses the
display of and disclosure relating to such partial or summarized presentations.)
This may be the result of including only some of the prior-period required
financial statements or of including only a prior-period total column on a
financial statement that requires multiple columns. Paragraph .46 of AU-C
section 700 provides that if comparative information is presented but not
covered by the auditor’s opinion, then the auditor’s report should clearly
indicate the character of the auditor’s work, if any, and the degree of responsibility the auditor is taking. If comparative information is presented and the
entity requests the auditor to express an opinion on all periods presented,
paragraph .47 of AU-C section 700 requires the auditor to consider whether the
prior period information contains sufficient detail to constitute a fair presentation in accordance with the applicable reporting framework.
14.49 Regarding condensed financial statements or prior period summarized financial information, paragraph .A47 of AU-C section 700, states the
following:
Comparative information, which may be condensed financial statements or prior period summarized financial information, is not
considered comparative financial statements because it is not a
complete set of financial statements. For example, entities such as
state and local governmental units frequently present total-all-funds
information for the prior periods rather than information by individual funds because of space limitations or to avoid cumbersome or
confusing formats.
14.50 If prior-period financial information is a partial or summarized
presentation (or a combination of partial and summarized information) and
therefore does not include the minimum information required by GAAP for
a complete set of financial statements, a continuing auditor’s report should
not mention the prior-period information in the description of the financial
statements audited or in the opinion paragraph, although an other-matter
paragraph may be needed, as discussed in paragraph 14.51. A continuing
auditor should, however, make clear the degree of responsibility that the
auditor is assuming in relation to the prior-period information by stating
in a separate paragraph (a) that the partial or summarized information has
been derived from a complete set of financial statements, (b) the date of the
auditor’s report on the complete financial statements,14 and (c) the type of
14
Reference to the date of the original report removes any implication that records,
transactions, or events after that date have been examined. The auditor does not have a
responsibility to investigate or inquire further into events that may have occurred during the
period between the date of the original report on the complete financial statements and the date
of the current report that refers to the summarized information.
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According to paragraph .A48 of AU-C section 700,
opinions expressed.
the guidance in AU-C section 930, Interim Financial Information (AICPA,
Professional Standards), may be adapted to report on condensed financial
statements or prior period summarized financial information that is derived from audited financial statements and is presented comparatively
with the complete set of financial statements of the current period. The
following example of such an other-matter paragraph is based on Illustration 4, “An Auditor’s Report on a Single Year Prepared in Accordance With
Accounting Principles Generally Accepted in the United States of America
When Comparative Summarized Financial Information Derived From Audited Financial Statements for the Prior Year Is Presented” of AU-C section
700:
Other Matter
Prior-Year Comparative Information
We have previously audited the City’s 20PY financial statements, and
we expressed unmodified audit opinions on the respective financial
statements of the governmental activities, the business-type activities, the aggregate discretely presented component units, each major
fund, and the aggregate remaining fund information in our report
dated September 15, 20PY. In our opinion, the summarized comparative information presented herein as of and for the year ended June
30, 20X0, is consistent, in all material respects, with the audited
financial statements from which it has been derived.
14.51 As discussed in chapter 2, if the prior-period financial information
does not include the minimum information required by GAAP, disclosure should
be made about the nature of the information presented. The auditor should
evaluate the adequacy of that disclosure. If the disclosure is omitted or
incomplete, the auditor should, if considered relevant to the users’ understanding of the audit, to add an other-matter paragraph, as described in paragraph
.08 of AU-C section 706, calling the omitted or incomplete disclosure to the
users’ attention. Such an other-matter paragraph might read:
Other Matter
Prior-Year Comparative Information
The financial statements include [partial or summarized] prior-year
comparative information. Such information does not include [all of
the information required or sufficient detail to constitute] a presentation in conformity with accounting principles generally accepted in
the United States of America. Accordingly, such information should
be read in conjunction with the government’s financial statements for

15
If the auditor’s opinions on the financial statements were other than unmodified, the
report should describe the nature of, and the reasons for, the opinion modifications. The auditor
also should consider the effect that any modification of the original report on the financial
statements might have on the current report that refers to the summarized information. For
example, if the original auditor’s report referred to another auditor or included an emphasisof-matter paragraph because of a material uncertainty, a going-concern matter, or an inconsistency in the application of accounting principles, the current report that refers to the
summarized information should state that fact. However, no reference to the inconsistency is
necessary if a change in accounting referred to in the original auditor’s report on the complete
financial statements does not affect the comparability of the information currently being
presented.
16
If prior-period partial or summarized information has been derived from financial
statements that were audited by another auditor, the report should state that fact, and the
auditor should not express an opinion on that information.
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the year ended June 30, 20PY, from which such [partial or summarized] information was derived.

Year-to-Year Changes in Major Funds
14.52 As discussed in chapter 2, major governmental and enterprise funds
are determined in one of two ways. Some major funds are determined using
quantitative criteria specified by GAAP. Other governmental and enterprise
funds are presented as major based on management’s judgment that the funds
are particularly important to financial statement users. The standards for
selecting major funds could result in different funds being reported as major
each year. The quantitatively determined major funds may change due to
changes in the relative financial information reported in various funds. The
judgmentally determined major funds may change due to changing circumstances in the government. Such changes should not be considered a change in
accounting principles affecting consistency, and thus no modification to the
auditor’s report is needed.

Major Fund Not Displayed or Not Separately Displayed
14.53 As indicated in paragraph 14.32, it is a departure from GAAP if the
fund financial statements do not report one or more governmental or enterprise
funds as major in conformity with the quantitative criteria of GASB Statement
No. 34, as amended. In that situation, the auditor should report adverse
opinions on the omitted major fund opinion units because the omitted displays
always are considered material departures from GAAP. Appendix A (example
A-10) illustrates an adverse opinion on a major fund opinion unit when the fund
is not included in the financial statements. When an adverse opinion on an
omitted major fund opinion unit is expressed because the fund is included in
the financial statements but incorrectly displayed with nonmajor governmental
or enterprise funds, the auditor also should modify the opinion on the remaining fund information opinion unit. The nature of the modification on the
remaining fund information opinion unit (that is, whether it is a qualified or
adverse opinion) should be based on the facts and circumstances surrounding
the effect that including the fund has on the remaining fund information.
(Chapter 10, “Net Position and Financial Statement Reconciliations,” discusses
the auditor’s consideration when a fund that is major in the current year’s audit
was not a major fund in the previous year’s audit.)

Financial Statements That Include Only Part of the Reporting
Entity17
Update 14-2 Accounting and Reporting: Reporting Entity
GASB Statement No. 61, issued in November 2010, is effective for periods
beginning after June 15, 2012. Earlier application is encouraged. In the first
period the statement is applied, changes should be treated as an adjustment of
prior periods, and financial statements presented for the periods affected
should be restated.
GASB Statement No. 61 amends GASB Statement Nos. 14 and 34 by amending
the criteria for including component units and for blending component units in
(continued)
17
Individual fund and departmental, agency, and program financial statements are discussed in paragraphs 14.87–.91.
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the financial statements of the primary government. In addition, GASB Statement No. 61 requires reporting condensed combining information in the notes
to the financial statements for component units that are blended through
consolidation into the single column of primary governments that are businesstype activities reporting in a single column (such as a state university). GASB
Statement No. 61 also clarifies the reporting of equity interests in legally
separate organizations.
For more information about the effects of GASB Statement No. 61 upon its
implementation, a summary of this statement is included in section A.01 in
appendix A.

Omission of Component Units
14.54 As discussed in chapter 3, “The Financial Reporting Entity,” GASB
Statement No. 14, as amended, contains the standards for defining the governmental financial reporting entity and for identifying which legally separate
entities are component units that should be included with another government
(usually a primary government) in a financial reporting entity’s financial
statements. GASB Statement No. 14 paragraph 64 recognizes that there may
be circumstances in which a primary government issues separate basic financial statements that exclude all component units (both blended and discretely
presented), and requires that the limitations of the basic financial statements
be clearly disclosed. In addition, the GASB Comprehensive Implementation
Guide (GASB Q&A) items 4.42.1 and 4.42.2 indicate that “primary governmentonly” financial statements should supplement, not supplant, the financial
statements of the reporting entity. Because of those requirements, the status of
basic financial statements that present only the primary government and the
auditor’s reporting on those financial statements depends on whether the entity
also has issued audited financial statements for the reporting entity.
14.55 If the government also has issued audited financial statements for
the reporting entity, the auditor’s report on separate primary government basic
financial statements, as illustrated in appendix A (example A-11), should
contain the elements in the following listing. Without those elements, such
separate basic financial statements for the primary government could be
misinterpreted to be the complete basic financial statements of the financial
reporting entity. An emphasis-of-matter paragraph should be used to communicate the following elements:

•

Indicate that the financial statements are those of the primary
government and not of the financial reporting entity.

•
•

Define the term primary government.
Indicate that the primary government’s financial statements do not
purport to, and do not, fairly present financial position, changes in
financial position, or, where applicable, cash flows of the financial
reporting entity in conformity with GAAP.

•

Indicate that the entity has issued separate audited reporting entity
financial statements.

•

Give opinions or disclaimers of opinion on the opinion units in the
primary government’s financial statements.

14.56 If the government has not also issued audited financial statements
for the reporting entity, the auditor’s report on separate primary government
basic financial statements should express opinions on the opinion units that are
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presented and express an adverse opinion on the missing aggregate discretely
presented component unit opinion unit.18 If the reporting entity financial
statements would have included blended component units, the auditor should
consider expressing a modified opinion on the opinion units that would have
presented those blended component units, as discussed in paragraph 14.57.
Appendix A (example A-12) illustrates a report on the basic financial statements of a primary government that omits the financial data of each component
unit and that does not issue audited financial statements for the reporting
entity.
14.57 Governments sometimes present financial statements that omit the
financial information of one or more (but not all) component units. The auditor’s
response depends on the materiality of the omission in relation to the relevant
opinion unit(s). When an omitted component unit should have been presented
as a blended component unit, the auditor considers whether the omitted
component unit would have been presented as a major fund or instead as a part
of the opinion unit that includes the aggregate remaining fund information and
considers quantitative and qualitative factors in evaluating the materiality of
the omission in the context of the relevant opinion unit. When the omitted
component unit is fiduciary in nature, the auditor considers the omission within
the context of the opinion unit that includes the aggregate remaining fund
information. When the omitted component unit should have been discretely
presented, the auditor considers the omission within the context of the opinion
unit that includes the aggregate discretely presented component units.

Component Unit Financial Statements
14.58 GASB Statement No. 14 paragraph 65 indicates that a component
unit of a financial reporting entity may issue separate financial statements.
Component units often issue separate financial statements, for example, to use
in an official statement for the sale of component unit debt. GASB Statement
No. 14 requires separately issued component unit financial statements to
acknowledge that the entity is a component unit of another government and to
disclose in the notes to the financial statements the primary government in
whose financial reporting entity it is included and describe its relationship with
the primary government. The auditors’ report also should disclose that the
entity is a component unit of a financial reporting entity. See the language used
in the introductory paragraph of the illustrative auditor’s report in appendix A
(example A-2).

Adoption of New Accounting Principles by Component Units
14.59 Component units may be required or elect to adopt accounting and
financial reporting principles arising from new GASB standards earlier than
their primary governments. Paragraph .08 of AU-C section 706 explains the
need for an emphasis-of-matter paragraph when an entity has changed accounting principles that have a material effect on the comparability of the
entity’s financial statements. The reporting entity’s auditor should consider the
effect of a component unit’s change in accounting principles on the auditor’s
report on the reporting entity, based on the materiality of the change in

18
Instead of an adverse opinion, circumstances may require that the auditor express a
disclaimer of opinion on the missing aggregate discretely presented component unit opinion
unit because of a scope limitation. That would be the situation if the auditor cannot obtain
appropriate information about the potential component units to evaluate whether they meet
the GASB standards for inclusion as component units.
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accounting principles to the opinion unit in which the component unit is
reported.

More-Detailed Materiality Levels
14.60 The terms of an audit engagement may require the auditor to set
the scope of the audit and assess materiality at a more-detailed level than at
the opinion unit level used for the basic financial statements (for example, at
an individual fund- or fund-type level). Chapter 4 explains that a more-detailed
audit scope supplements, rather than replaces, the scope of the audit on a
government’s basic financial statements.
14.61 In some situations, the financial statements that are subject to the
more-detailed audit scope are reported separately in the government’s basic
financial statements. In that situation, the auditor should report on the
more-detailed audit in terms of the presentation of the subject financial
statements as part of the basic financial statements. For example, GASB
Statement No. 25, Financial Reporting for Defined Benefit Pension Plans and
Note Disclosures for Defined Contribution Plans, as amended, requires the basic
financial statements of a PERS with more than one defined benefit pension
plan to display a statement of plan net position and a statement of changes in
plan net position for each plan. The auditor engaged to audit the financial
statements of each plan should report on that more-detailed audit scope by
referring to the presentation in the basic financial statements. Appendix A
(example A-13) provides an illustrative auditor’s report when the auditor has
been engaged to audit the aggregate nonmajor governmental funds, the aggregate nonmajor enterprise funds, the internal service fund type, and each
fiduciary fund type that comprise the basic financial statements’ aggregate
remaining fund information opinion unit.
14.62 In other situations, the financial statements that are subject to the
more-detailed audit scope are not reported separately in the basic financial
statements. In that situation, the auditor should report on the more-detailed
audit in terms of the presentation of the subject financial statements outside
of the basic financial statements as SI. This would involve, for example, the
financial statements for a nonmajor enterprise fund that are aggregated in the
basic financial statements with other nonmajor enterprise funds. Appendix A
(example A-14) provides an illustrative auditor’s report when the auditor has
been engaged to audit each fund in a government’s combining and individual
fund financial statements. See the further discussion in this regard in paragraph 14.65.

Required Supplementary Information, Supplementary
Information, and Other Information
14.63 A government usually presents its basic financial statements in a
document that includes various financial, statistical, and other information
presented outside the basic financial statements. As discussed in chapter 2,
GAAP specify that certain information be presented as RSI. RSI required by the
GASB is MD&A and certain budgetary comparison information, pension, and
other postemployment benefit information, risk financing, and capital asset
condition assessment information, if applicable. Governments may voluntarily
provide “GASB defined” SI to supplement and expand upon the basic financial
statements. Depending on the type of information and engagement, “GASB
defined” SI may be considered SI under AU-C section 725, or OI under AU-C
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section 720. Further, some governments provide SI, OI or both as part of a
CAFR, which is required to contain certain elements—an introductory section,
appropriate combining and individual fund financial statements and schedules,
and a statistical section. Chapter 2 provides an overview of the basic financial
statements and RSI required by GASB standards and discusses “GASB defined” SI that often accompanies the basic financial statements. The auditor’s
responsibility for performing procedures on RSI, SI, and OI is discussed in
chapter 4.
14.64 Unless the auditor is engaged to audit information that accompanies the basic financial statements as discussed in paragraph 14.65,19 the
manner in which the auditor reports on that information depends on whether
it is RSI; SI (that is, the auditor is engaged to report on SI in relation to the
financial statements as a whole); or OI. Paragraphs 14.66–.73 discuss reporting
on RSI; paragraphs 14.74–.79 discuss reporting on SI in relation to the financial
statements as a whole, and paragraphs 14.80–.84 discuss reporting on OI.
Paragraph 14.85 discusses the effect on the group auditor’s report of a component auditor’s work on RSI and SI, and paragraph 14.86 discusses certain
issues relating to reporting on prior-year SI.

Audit Scope Includes Required Supplementary Information,
Supplementary Information, or Other Information
14.65 The auditor may be engaged to audit RSI, “GASB defined” SI, or a
combination thereof—that is, express an opinion whether the information is
fairly presented, in all material respects, in conformity with GAAP. For example, if the government elects to present the required budgetary comparisons
(RSI) as a basic financial statement, then the auditor applies AU-C section 700.
If the auditor is engaged to audit the combining and individual fund financial
presentations (“GASB defined” SI) accompanying the basic financial statements, then AU-C section 805, Special Considerations—Audits of Single Financial Statements and Specific Elements, Accounts or Items of a Financial
Statement (AICPA, Professional Standards), applies. Chapter 4 discusses auditor considerations in accepting such an engagement. When engaged to
express an opinion on RSI or “GASB defined” SI, the auditor establishes
materiality for planning, performing, evaluating the results of, and reporting on
the results of the audit depending on the terms of the engagement. Appendix
A (example A-14) illustrates an auditor’s report when the engagement terms
provide for the audit of each fund presented as “GASB defined” SI in combining
and individual nonmajor governmental, nonmajor enterprise, internal service,
and fiduciary fund financial statements.

Required Supplementary Information
14.66 The auditor’s reporting on RSI is discussed in AU-C section 730.
Although RSI is not a part of the basic financial statements, auditors are
required to perform certain limited procedures on RSI20 as discussed in chapter
19
Being engaged to audit information that accompanies the basic financial statements
means being engaged to express an opinion whether that accompanying information is fairly
presented, in all material respects, in conformity with GAAP. Unless the auditor is engaged to
audit the accompanying information, this guide refers to the information as unaudited, even
though GAAS require the auditor to perform specific procedures, as discussed in chapter 4, and
perhaps to report on the information, as discussed in this section of this chapter.
20
Unless the auditor is engaged to audit the RSI as described in chapter 4, the RSI is
considered unaudited, even though GAAS require the auditor to perform specific procedures
and to report on the information as discussed in this section.
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4. RSI is an essential part of financial reporting for placing the basic financial
statements in an appropriate operational, economic, or historical context.
However, RSI is not considered essential to the fair presentation of the basic
financial statements. Therefore, the omission of RSI or the presentation of RSI
in a manner that does not meet the prescribed guidelines established by GAAP
does not affect the auditor’s conclusion regarding the fair presentation of the
basic financial statements. In the prescribed guidelines for RSI, GAAP often
require notes to RSI and specify the placement of RSI in relation to the basic
financial statements. Those note and placement requirements are part of the
prescribed guidelines. RSI and “GASB defined” SI normally are presented
separately from each other to assist users to understand the nature of each. The
auditor should consider whether RSI is sufficiently segregated from “GASB
defined” SI.
14.67 Only information required to accompany an entity’s basic financial
statements can be considered RSI. All other information is considered “GASB
defined” SI (that is, SI or OI) even though law, regulation, or resource contributors may require that such information accompany the basic financial
statements. Further, the nature of RSI does not permit governments to voluntarily expand the contents of RSI. For example, as discussed in chapter 11,
GASB Statement No. 34, as amended, requires a budgetary comparison schedule to be presented as RSI for the general fund and for each major special
revenue fund that has a legally adopted annual budget. Budgetary comparison
information for other funds, such as for nonmajor special revenue funds or for
capital projects or debt service funds, may be presented as SI or OI, but not as
RSI.
14.68 Paragraph .07 of AU-C section 730 states that the auditor should
include an other-matter paragraph (after the opinion paragraph) in the auditor’s report on the financial statements to refer to the RSI. The other-matter
paragraph should include language to explain the following circumstances, as
applicable:

•

The RSI is included, and the auditor has applied the procedures in
paragraph .05 of AU-C section 730 (discussed in chapter 4).

•
•

The RSI is omitted.
Some RSI is missing and some is presented in accordance with the
prescribed guidelines.

•

The auditor has identified material departures from the prescribed
guidelines.

•

The auditor is unable to complete the procedures in paragraph .05 of
AU-C section 730.

•

The auditor has unresolved doubts about whether the RSI is presented in accordance with prescribed guidelines.

14.69 Paragraph .08 of AU-C section 730 discusses the auditor’s reporting
responsibilities when all or some of the RSI is presented. In such circumstances,
the auditor’s other-matter paragraph should include the following elements:

•

A statement that accounting principles generally accepted in the
United States of America require that the RSI be presented to
supplement the basic financial statements

•

A statement that such information, although not a part of the basic
financial statements, is required by GASB who considers it to be an
essential part of financial reporting for placing the basic financial
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statements in an appropriate operational, economic, or historical
context

•

•

•

If the auditor is able to complete the procedures in paragraph .05 of
AU-C section 730, paragraph .08c of AU-C section 730 states that the
auditor’s other-matter paragraph should include

—

a statement that the auditor has applied certain limited procedures to the RSI in accordance with auditing standards
generally accepted in the United States of America, which
consisted of inquiries of management about the methods of
preparing the information and comparing the information for
consistency with management’s responses to the auditor’s inquiries, the basic financial statements, and other knowledge
the auditor obtained during the audit of the basic financial
statements.

—

a statement that the auditor does not express an opinion or
provide any assurance on the information because the limited
procedures do not provide the auditor with sufficient evidence
to express an opinion or provide any assurance.

If the auditor is unable to complete the procedures required in
paragraph .05 of AU-C section 730, paragraph .08d of AU-C section
730 states that the auditor’s other-matter paragraph should include

—

a statement that the auditor was unable to apply certain
limited procedures to the RSI in accordance with auditing
standards generally accepted in the United States because
(state the reasons).

—

a statement that the auditor does not express an opinion or
provide any assurance on the information.

If some of the RSI is omitted, the auditor’s other-matter paragraph
should include

—

a statement that management has omitted (description of the
missing RSI) that accounting principles generally accepted in
the United States of America require to be presented to supplement the basic financial statements.

—

a statement that such missing information, although not a part
of the basic financial statements, is required by GASB, who
considers it to be an essential part of financial reporting for
placing the basic financial statements in an appropriate operational, economic, or historical context.

—

a statement that the auditor’s opinion on the basic financial
statements is not affected by the missing information.

•

If the measurement or presentation of the RSI departs materially
from the prescribed guidelines, a statement that although the auditor’s opinion on the basic financial statements is not affected, material departures from prescribed guidelines exist (describe the material departures from accounting principles generally accepted in the
United States of America)

•

If the auditor has unresolved doubts about whether the RSI is
measured or presented in accordance with prescribed guidelines, a
statement that although the auditor’s opinion on the basic financial
statements is not affected, the results of the limited procedures have
raised doubts about whether material modifications should be made
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to the RSI for it to be presented in accordance with guidelines
established by the GASB
14.70 Paragraph .09 of AU-C section 730 discusses the auditor’s reporting
responsibilities when the RSI is omitted. In such circumstances, the othermatter paragraph should include the following elements:

•

A statement that management has omitted the (describe the missing
RSI) that accounting principles generally accepted in the United
States of America require to be presented to supplement the basic
financial statements

•

A statement such missing information, although not a part of the
basic financial statements, is required by GASB who considers it to
be an essential part of financial reporting for placing the basic
financial statements in an appropriate operational, economic, or
historical context

•

A statement that the auditor’s opinion on the basic financial statements is not affected by the missing information

14.71 Paragraph .A3 of AU-C section 730 provides an exhibit of example
language for other-matter paragraphs related to a number of various scenarios
the auditor might encounter in the audit of a governmental entity.
An example of an other-matter paragraph if RSI is included, the auditor has
applied specified procedures, and no material departures from prescribed
guidelines have been identified is as follows:
Other Matter
Required Supplementary Information
Accounting principles generally accepted in the United States of
America, require that the management’s discussion and analysis on
pages XX–XX and the budgetary comparison information on pages
XX and XX be presented to supplement the basic financial statements. Such information, although not a part of the basic financial
statements, is required by the Governmental Accounting Standards
Board who considers it to be an essential part of financial reporting
for placing the basic financial statements in an appropriate operational, economic, or historical context. We have applied certain limited procedures to the required supplementary information in accordance with auditing standards generally accepted in the United
States of America, which consisted of inquiries of management about
the methods of preparing the information and comparing the information for consistency with management’s response to our inquiries,
the basic financial statements, and other knowledge we obtained
during our audit of the basic financial statements. We do not express
an opinion or provide any assurance on the information because the
limited procedures do not provide us with sufficient evidence to
express an opinion or provide any assurance.
When a portion of the RSI is omitted (for example, the required budgetary
comparison information),21 the following other-matter paragraphs should be
added:
21
If all of the required budgetary comparison information is omitted or if only part of the
required budgetary comparison information is presented as RSI, the omission of required
budgetary comparison information is an omission of RSI. If, however, the government chooses
to present required budgetary comparison information as a basic financial statement and
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Accounting principles generally accepted in the United States of
America, require that the management’s discussion and analysis on
pages XX–XX be presented to supplement the basic financial statements. Such information, although not a part of the basic financial
statements, is required by the Governmental Accounting Standards
Board who considers it to be an essential part of financial reporting
for placing the basic financial statements in an appropriate operational, economic, or historical context. We have applied certain limited procedures to the required supplementary information in accordance with auditing standards generally accepted in the United
States of America, which consisted of inquiries of management about
the methods of preparing the information and comparing the information for consistency with management’s response to our inquiries,
the basic financial statements, and other knowledge we obtained
during our audit of the basic financial statements. We do not express
an opinion or provide any assurance on the information because the
limited procedures do not provide us with sufficient evidence to
express an opinion or provide any assurance.
Management has omitted the budgetary comparison information for
the [indicate the funds for which information is omitted] that accounting principles generally accepted in the United States of America
require to be presented to supplement the basic financial statements.
Such missing information, although not a part of the basic financial
statements, is required by the Governmental Accounting Standards
Board who considers it to be an essential part of the financial
reporting for placing the basic financial statements in an appropriate
operational, economic, or historical context. Our opinion on the basic
financial statements is not affected by this missing information.
When all RSI (for example, management’s discussion and analysis and the
budgetary comparison) is omitted, the following other-matter paragraph should
be added:
Management has omitted management’s discussion and analysis and
the budgetary comparison [indicate the funds for which information
is omitted] information that accounting principles generally accepted
in the United States of America require to be presented to supplement the basic financial statements. Such missing information, although not a part of the basic financial statements, is required by the
Governmental Accounting Standards Board who considers it to be an
essential part of the financial reporting for placing the basic financial
statements in an appropriate operational, economic, or historical
context. Our opinion on the basic financial statements is not affected
by this missing information.
14.72 Paragraph .A3 of AU-C section 730 also provides illustrative wording for the following scenarios: material departures from prescribed guidelines,
specified procedures not completed, and unresolved doubts about whether the
RSI is in accordance with prescribed guidelines.
14.73 The following are examples of other situations regarding RSI the
auditor might encounter:
(footnote continued)
presents only part of the required information, the omission constitutes a departure from GAAP
in the basic financial statements that the auditor should consider in evaluating his or her
opinions on the opinion units for which budgetary presentations are required but not made.
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•

In certain circumstances, a budget is not adopted for the general or
a major special revenue fund because it is not legally required and,
therefore, presentation of budgetary comparison information is not
required. Although that situation should not result in the auditor
reporting that RSI has been omitted, it should be disclosed in the
notes to RSI to explain why what might appear to be required
information is not part of the presentation. If the government chooses
to present its required budgetary comparison information in the
basic financial statements, this disclosure should be made in the
notes to the financial statements.

•

If a government does not present RSI relating to infrastructure
assets accounted for using the modified approach, that omission does
not affect the government’s ability to apply the modified approach to
infrastructure assets in its basic financial statements. However, the
entity should meet the conditions required to use the modified
approach, as discussed in chapter 7, and the auditor should include
an other-matter paragraph describing the omitted RSI (See paragraph 14.70).

•

If a government provides comparative prior-year financial statements, item 7.5.4 of the GASB Q&A states that MD&A is required to
address both years presented in the comparative financial statements. The comparative MD&A would include comparative condensed financial information and related analysis for both years.
(That, is, the MD&A should provide data so that each of the two years
presented in the comparative financial statements can be compared
to its prior year, meaning that there should be three years of comparative data—the current year, the prior year, and the year preceding the prior year.) If the data for the year preceding the prior year
is omitted, the auditor should include an other-matter paragraph
describing the omitted RSI.

Supplementary Information
14.74 The auditor’s reporting on SI is described in AU-C section 725. If an
auditor is engaged to report on whether SI is fairly stated in all material
respects in relation to the financial statements as whole, certain procedures on
SI22 are required to be performed, as discussed in chapter 4. An opinion on
whether SI is fairly stated in all material respects is made in relation to the
basic financial statements as a whole, not in relation to individual opinion
units. An “in relation to” opinion is possible because the audit of the basic
financial statements encompasses the information presented in the SI. If the
auditor concludes, on the basis of the procedures performed, that the SI is
materially misstated in relation to the financial statements as a whole, the
auditor should discuss the matter with management and propose appropriate
revision of the SI. If management does not revise the SI appropriately, the
auditor should either (a) modify his or her opinion on the SI and describe the
misstatement in the auditor’s audit report or (b) if a separate report on SI is
being issued, withhold the auditor’s report on the SI. Paragraph 14.79 discusses
reporting responsibilities in these circumstances.
22
Unaudited SI is information that accompanies the basic financial statements on which
the auditor is not engaged to express an opinion whether it is fairly presented in conformity
with GAAP. Unless the auditor is engaged to audit the SI, this guide refers to the information
as unaudited, even though GAAS require the auditor to perform specific procedures, as
discussed in chapter 4, and perhaps to report on the information, as discussed in this section
of this chapter.
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14.75 SI may be presented in a document containing the audited financial
statements or separate from the audited financial statements. Information
related to the auditor’s responsibilities for SI that is presented separately from
the financial statements is discussed in paragraphs .10 and .A16 of AU-C
section 725.
14.76 The date of the auditor’s report on SI in relation to the financial
statements as a whole should not be dated earlier than the date on which the
auditor completed the procedures required in paragraph .12 of AU section 725
(see chapter 4). When the auditor completes the procedures under AU-C section
725 subsequent to the date of the auditor’s report on the basic financial
statements, the auditor is not required to obtain additional evidence with
respect to the audited financial statements. AU-C section 9725, Supplementary
Information in Relation to the Financial Statements as a Whole: Auditing
Interpretations of Section 725 (AICPA, Professional Standards), provides that,
although not required, an auditor may (a) when issuing a separate report on
the SI, include in such report a statement that the auditor has not performed
any auditing procedures with respect to the audited financial statements
subsequent to the date of the auditor’s report on those audited financial
statements or (b) when reissuing a report on the audited financial statements
to include an other-matter paragraph to report on the SI, include two report
dates to indicate that the date of reporting on the SI is as of a later date.
14.77 When reporting on SI that is presented with the entity’s financial
statements, the auditor should report on SI in either (a) an other-matter
paragraph following the opinion paragraph in the auditor’s report on the
financial statements or (b) in a separate report on SI. Contents of the othermatter paragraph are discussed in paragraph .09 of AU section 725 and are
included as follows:

•

•

A statement that the

—

audit was conducted for the purpose of forming opinions on the
financial statements that collectively comprise the government’s financial statements as a whole.

—

SI is presented for purposes of additional analysis and is not a
required part of the basic financial statements.

—

SI is the responsibility of management and was derived from,
and relates directly to, the underlying accounting and other
records used to prepare the financial statements.

—

SI has been subjected to the auditing procedures applied in the
audit of the basic financial statements and certain additional
procedures, including comparing and reconciling such information directly to the underlying accounting and other records
used to prepare the basic financial statements or to the basic
financial statements themselves and other additional procedures, in accordance with auditing standards generally accepted in the United States of America.

If the auditor issues an unmodified opinion on the basic financial
statements and the auditor has concluded the SI is fairly stated, in
all material respects, in relation to the financial statements as a
whole, a statement that, in the auditor’s opinion, the SI is fairly
stated, in all material respects, in relation to the basic financial
statements as a whole.
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•

If the auditor issues a qualified opinion on the basic financial
statements and the qualification has an effect on the SI, a statement
that, in the auditor’s opinion, except for the effects on the SI of (refer
to the paragraph in the auditor’s report explaining the qualification),
such information is fairly stated, in all material, respects, in relation
to the basic financial statements as a whole.

•

When the audited financial statements are not presented with the SI,
the auditor should report on the SI in a separate report. When
reporting separately on the SI, the report should include, in addition
to the elements noted previously, a reference to the report on the
financial statements, the date of that report, the nature of the opinion
expressed on the financial statements, and any report modifications.
It is important to note that if a separate report is issued, management has the responsibility to make the audited financial statements
readily available to the intended users of the SI no later than the date
of issuance by the entity of the SI (as discussed in chapter 4) and the
auditor’s report thereon.

14.78 When the auditor’s report on the audited basic financial statements
contains an adverse opinion or a disclaimer of opinion and the auditor has been
engaged to report on whether SI is fairly stated, in all material respects, in
relation to such financial statements as a whole, the auditor is precluded from
expressing an opinion on the SI. When permitted by law or regulation, the
auditor may withdraw from the engagement to report on the SI. If the auditor
does not withdraw, the auditor’s report on the SI should state that because of
the significance of the matter disclosed in the auditor’s report, it is inappropriate to, and the auditor does not, express an opinion on the SI.
14.79 If the auditor concludes, on the basis of the procedures performed,
that the SI is materially misstated in relation to the financial statements as a
whole, the auditor should discuss the matter with management and propose
appropriate revision of the SI. If management does not revise the SI, the auditor
should either

•

modify the auditor’s opinion on the SI and describe the misstatement
in the auditor’s report or

•

if a separate report on the SI is being issued, withhold the auditor’s
report on the SI.

Other Information
14.80 The auditor’s reporting on OI is described in AU-C section 720.
Although OI is not a part of the basic financial statements, auditors are
required to perform certain procedures on OI23 as discussed in chapter 4. In the
absence of any separate requirement in the particular circumstance of the
engagement, the auditor’s opinion on the financial statements does not cover
OI, and the auditor has no responsibility for determining whether such information is properly stated. Instead, the auditor’s responsibility is to read the
other information of which the auditor is aware because the credibility of the
audited financial statements may be undermined by material inconsistencies
between the audited financial statements and other information. If, on reading
23
Unless the auditor is engaged to audit the OI, this guide refers to the information as
unaudited, even though GAAS require the auditor to perform specific procedures, as discussed
in chapter 4, and perhaps to report on the information, as discussed in this section of this
chapter.
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the other information, the auditor identifies a material inconsistency, the
auditor should determine whether the audited financial statements or the other
information needs to be revised.
14.81 When the auditor identifies a material inconsistency in the OI that
requires revision of the audited basic financial statements, the auditor requirements depend upon when the material inconsistency was identified and management’s actions:

•

If identified prior to the report release date and management makes
the appropriate revision, the auditor’s opinion on the financial statements would not be impacted.

•

If identified prior to the report release date and management refuses
to make the appropriate revision, the auditor should modify the
auditor’s financial statement opinion in accordance with AU-C section 705.

If identified subsequent to the report release date, the auditor should apply the
relevant requirements in AU-C section 560.
14.82 When the auditor identifies a material inconsistency in the OI that
requires revision of the OI, the auditor requirements depend upon when the
material inconsistency was identified and management’s actions. If a material
inconsistency is identified prior to the report release date and management
refuses to make the appropriate revision, the auditor should communicate this
matter to those charged with governance and in accordance with paragraph .12
of AU-C section 720

•

include in the auditor’s report on the audited financial statements an
other-matter paragraph describing the material inconsistency;

•
•

withhold the auditor’s report; or
when withdrawal is possible under applicable law or regulation,
withdraw from the engagement. (In audits of governmental entities,
withdrawal from the engagement or withholding the auditor’s report
may not be options. In such cases, the auditor may issue a report to
those charged with governance and the appropriate statutory body,
if applicable, giving details of the inconsistency.)

When the auditor identifies a material inconsistency in the OI subsequent to
the report release date and management agrees to make the appropriate
revision, the auditor should carry out the procedures necessary under the
circumstances.
14.83 If a material inconsistency is identified subsequent to the report
release date and management refuses to make the appropriate revision, the
auditor should notify those charged with governance of the auditor’s concerns
regarding the OI and take any further appropriate action, such as obtaining
advice from the auditor’s legal counsel.
14.84 If the auditor becomes aware of an apparent material misstatement
of fact in the OI, the auditor should discuss the matter with management. After
such discussions, if the auditor still considers that there is an apparent material
misstatement of fact, the auditor should request management to consult with
a qualified third party, such as the government’s legal counsel, and the auditor
should consider the advice received by the government in determining whether
such matter is a material misstatement of fact. When the auditor concludes
there is a material misstatement of fact that management refuses to correct,
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the auditor should notify those charged with governance of the auditor’s
concerns regarding the OI and take any further appropriate action.

Effect of a Component Auditor
14.85 Governmental financial statements often are accompanied by RSI
and SI relating to a portion of the reporting entity, usually component units,
whose financial statements were audited by a component auditor. In those
situations, the auditor of the group financial statements should follow GAAS in
deciding whether to perform required procedures on that information or,
instead, to rely on the work of the component auditor. If the auditor of the group
financial statements performs the required procedures, the discussion earlier
in this section applies. If the auditor of the group financial statements decides
instead to rely on the work of the component auditor, the auditor needs to
determine if the component auditor’s report addressed the applicable RSI or SI,
if the auditor can rely on and whether to refer to the work of the component
auditor, and then decide how to report that reference, as provided in AU-C
section 600. Appendix A (example A-9) illustrates paragraphs that report on
RSI and SI based in part on the report of a component auditor and that refer
to the work of component auditors.

“In Relation to” Reporting on Prior-Year SI When Prior-Year
Financial Statements Are Not Presented
14.86 Often, SI includes prior-year information. For example, combining
and individual fund financial statements presented as SI may include data for
two or more years. When prior-year SI is presented, the auditor may be engaged
to express an opinion on whether all or certain of the prior year SI is fairly
stated in all material respects in relation to the basic financial statements as
a whole. The following discusses considerations for expressing an “in relation
to” opinion on prior-year SI that accompanies the current-year financial statements when the basic financial statements for the prior year are not also
presented in the financial report.

•

If a continuing auditor subjected the prior-year SI to the auditing
procedures applied in the audit of the prior year, as well as if the
auditor was engaged to perform the additional procedures required
in AU-C section 725, the auditor is able to express an “in relation to”
opinion on that information. In expressing that opinion in the currentyear report, the auditor’s report should include a statement that the
prior-year basic financial statements are not included in the currentyear presentation, the date of the auditor’s report on the prior-year
financial statements, and the types of opinions expressed on those
prior-year financial statements. For example, the other-matter paragraph for SI as shown in the illustrative auditor’s report in appendix
A (example A-1) could read as follows:
Other Matter
Other Information
Our audit for the year ended June 30, 20X1 was conducted for
the purpose of forming opinions on the financial statements
that collectively comprise the City of Example’s basic financial
statements. The [identify accompanying supplementary information, such as the combining and individual nonmajor fund
financial statements] for the year ended June 30, 20X1 are
presented for purposes of additional analysis and are not a
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required part of the basic financial statements. Such information is the responsibility of management and was derived from
and relates directly to the underlying accounting and other
records used to prepare the basic financial statements. The
[identify accompanying supplementary information] have been
subjected to the auditing procedures applied in the audits of the
basic financial statements for the year ended June 30, 20X1,
and certain additional procedures, including comparing and
reconciling such information directly to the underlying accounting and other records used to prepare the basic financial
statements or to the basic financial statements themselves, and
other additional procedures in accordance with auditing standards generally accepted in the United States of America. In
our opinion, the [identify accompanying supplementary information] is fairly stated in all material respects in relation to the
basic financial statements as a whole for the year ended June
30, 20X1.
We also previously audited, in accordance with auditing standards generally accepted in the United States of America, the
basic financial statements of City of Example as of and for the
year ended June 30, 20PY (not presented herein), and have
issued our report thereon dated September 15, 20PY, which
contained unmodified opinions on the respective financial statements of the governmental activities, the business-type activities, the aggregate discretely presented component units, each
major fund, and the aggregate remaining fund information. The
[identify accompanying supplementary information, such as the
combining and individual nonmajor fund financial statements]
for the year ended June 30, 20PY is presented for purposes of
additional analysis and is not a required part of the basic
financial statements. Such information is the responsibility of
management and was derived from and relates directly to the
underlying accounting and other records used to prepare the
20PY financial statements. The [identify accompanying supplementary information] have been subjected to the auditing procedures applied in the audit of the 20PY basic financial statements and certain additional procedures, including comparing
and reconciling such information directly to the underlying
accounting and other records used to prepare those financial
statements or to those financial statements themselves, and
other additional procedures in accordance with auditing standards generally accepted in the United States of America. In
our opinion, the [identify accompanying supplementary information] is fairly stated in all material respects in relation to the
basic financial statements as a whole for the year ended June
30, 20PY.
If a predecessor auditor audited the basic financial statements in the
years for which the prior-year SI is presented, and that auditor
subjected the prior-year SI to the auditing procedures in AU-C
section 725, in the prior year and expressed an “in relation to” opinion
on that SI, the successor auditor is able to refer to that opinion. In
the current-year report, the successor auditor should include statements that the prior-year basic financial statements are not included
in the current-year presentation and that those financial statements
were audited by another auditor, the date of the predecessor auditor’s
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report, and the types of opinions expressed on those prior-year
financial statements and on the SI. For example, the other-matter
paragraph for SI as shown in the illustrative auditor’s report in
appendix A (example A-1) could read as follows:
Other Matter
Other Information
Our audit for the year ended June 30, 20X1 was conducted for
the purpose of forming opinions on the financial statements
that collectively comprise the City of Example’s basic financial
statements. The [identify accompanying supplementary information, such as the combining and individual nonmajor fund
financial statements] for the year ended June 30, 20X1 is
presented for purposes of additional analysis and are not a
required part of the basic financial statements. Such information is the responsibility of management and was derived from
and relates directly to the underlying accounting and other
records used to prepare the basic financial statements. The
[identify accompanying supplementary information] have been
subjected to the auditing procedures applied in the audits of the
financial statements for the year ended June 30, 20X1 and
certain additional procedures, including comparing and reconciling such information directly to the underlying accounting
and other records used to prepare the basic financial statements or to the basic financial statements themselves, and
other additional procedures in accordance with auditing standards generally accepted in the United States of America. In
our opinion, the [identify accompanying supplementary information] is fairly stated in all material respects in relation to the
basic financial statements as a whole for the year ended June
30, 20X1.
The City of Example’s basic financial statements for the year
ended June 30, 20PY (not presented herein), were audited by
other auditors whose report thereon dated September 15, 20PY,
expressed unmodified opinions on the respective financial statements of the governmental activities, the business-type activities, the aggregate discretely presented component units, each
major fund, and the aggregate remaining fund information. The
report of the other auditors dated September 15, 20PY, stated
that the [identify accompanying supplementary information,
such as the combining and individual nonmajor fund financial
statements] for the year ended June 30, 20PY was subjected to
the auditing procedures applied in the audit of the 20PY basic
financial statements and certain additional auditing procedures, including comparing and reconciling such information
directly to the underlying accounting and other records used to
prepare those basic financial statements or the those basic
financial statements themselves, and other additional procedures in accordance with auditing standards generally accepted in the United States of America and, in their opinion,
was fairly stated in all material respects in relation to the basic
financial statements as a whole for the year ended June 30,
20PY.
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Other Financial Presentations
Individual Fund Financial Statements
14.87 Many entities issue separate GAAP-based financial statements for
one or more individual funds, for example, to use in an official statement for the
sale of enterprise fund revenue bonds. Financial statements for one or more
individual funds are intended to represent the specific fund(s) and not the
overall government, and the financial statements normally follow the requirements established for fund financial statements and do not include governmentwide financial statements. In developing an opinion on financial statements for
one or more individual funds, the auditor considers GAAP to the extent those
principles apply to the fund financial statements. Although GASB standards do
not address the accounting and financial reporting for separately issued
GAAP-based financial statements for one or more individual funds,24 in meeting their reporting obligations, auditors should consider long-established practice dictating that those presentations should apply all relevant GAAP. Thus,
in developing an opinion on the separately issued GAAP-based financial
statements for one or more individual funds, the auditor considers whether the
financial statements include all relevant GAAP financial statements, note
disclosures, MD&A topics, and other RSI topics. Because the presentations are
equivalent to the presentation of major fund financial statements, the auditor
should plan, perform, evaluate the results of, and report on the audit based on
each fund as a separate opinion unit.
14.88 The introductory and opinion paragraphs of the auditor’s report on
an audit of fund financial statements should indicate the specific fund(s). The
report also should include an emphasis-of-matter paragraph indicating that the
financial statements do not purport to, and do not, present the government’s
financial position, changes in financial position, or, where applicable, cash flows.
See the illustrative auditor’s report in appendix A (example A-15).
14.89 Auditors may be asked to issue a separate report on individual fund
financial statements that are covered by the audit of the government’s audited
basic financial statements. Because of the focus of an audit of a government’s
basic financial statements on opinion units, audit procedures on the basic
financial statements of an overall government may or may not be adequate to
support an opinion on an individual fund’s financial statements. For example,
those audit procedures might not be adequate if the fund is a nonmajor fund
in the government’s basic financial statements and thus part of the aggregate
remaining fund information opinion unit. In that situation, the auditor may
need to perform additional audit procedures to support the opinion on the
individual fund. However, if the fund is a major fund in the government’s basic
financial statements, it is likely that additional procedures will not be needed
to support the auditor’s opinion on the individual fund financial statements.
14.90 When financial statements present only individual fund(s), the
auditor should evaluate the extent to which the resulting presentation may be
misleading to financial statement users who might misunderstand that the
financial statements are meant to represent the overall government. For
example, if a government presents a complete set of fund financial statements,
that results in a misleading presentation and, as discussed in paragraph 14.10,
the auditor should express an adverse opinion on the financial statements as
a whole. Financial statements that include more than one fund are more likely
24

Accordingly, GASB did not clear the provisions set forth in this paragraph.

AAG-SLV 14.90

418

State and Local Governments

to result in a misleading presentation. The point at which financial statements
for more than one fund move from being an acceptable presentation of individual fund financial information to an incomplete presentation of the overall
government is a matter of professional judgment considering in part what the
financial statements purport to represent.

Departmental, Agency, and Program Financial Statements
14.91 Many entities, particularly state governments, issue separate GAAPbased financial statements for the government’s departments, agencies, or
programs.25 , 26 (This paragraph uses the term department to refer to departments, agencies, and programs.) Although GASB standards do not address the
accounting and financial reporting for separately issued GAAP-based departmental financial statements,27 in meeting their reporting obligations, auditors
should consider long-established practice dictating that those presentations
should apply all relevant GAAP. Thus, in developing an opinion on separately
issued GAAP-based departmental financial statements, the auditor considers
whether the financial statements include all relevant GAAP financial statements, note disclosures, MD&A topics, and other RSI topics. The auditor should
plan, perform, evaluate the results of, and report on the audit based on the
involved opinion units. The introductory and opinion paragraphs of the auditor’s report on an audit of departmental financial statements should indicate
the department. The report also should include an emphasis-of-matter paragraph after the scope paragraph that indicates the financial statements do not
purport to, and do not, present fairly the government’s financial position,
changes in financial position, or, where applicable, cash flows. See the illustrative auditor’s report in appendix A (example A-16).

Special-Purpose Regulatory Presentations
14.92 Law or regulation may require governments to prepare and file with
a regulatory agency financial statements that do not constitute a complete
presentation of all the financial statements required by GASB Statement No.
34, as amended, but that otherwise are prepared in conformity with GAAP.28
For example, state regulations may require that a county prepare and file with
a state agency fund financial statements for each separately elected county
official, and specify that those financial statements be prepared using GAAP
measurements, presentations, and disclosures. In those situations, paragraph
25
When an organizational unit is coterminous with a single fund, it is appropriate to issue
a fund financial statement, as discussed in paragraphs 14.87–.90, rather than a departmental
financial statement.
26
Some reasons separate departmental audits may be conducted include: there may be
legal or contractual provisions for certain departments to be separately audited; the department may be a separate accountability center; the separate audits may be part of a series of
audits for purposes of U.S. Office of Management and Budget Circular A-133, Audits of States,
Local Governments, and Non-Profit Organizations; or separate audits may be an efficient way
to plan and execute the work for the audit of the overall government’s financial statements.
27
Accordingly, GASB did not clear the provisions set forth in this paragraph.
28
Other paragraphs in this chapter discuss the auditor’s reports on financial statements
for the primary government only (paragraphs 14.54–.57), an individual component unit
(paragraph 14.58), individual funds (paragraphs 14.87–.90), and departments, agencies, and
programs (paragraph 14.91). The provisions of those paragraphs apply to those financial
presentations, even if those presentations are required by law or regulation, unless the law,
regulation, or terms of the audit engagement require the auditor to issue a report using the
provisions of paragraphs .22–.23 of AU-C section 800, Special Considerations—Audits of
Financial Statements Prepared in Accordance With Special Purpose Frameworks (AICPA,
Professional Standards).
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.24 of AU-C section 805 states than when the auditor reports on an incomplete
presentation but one that is otherwise in accordance with GAAP, the auditor
should include an emphasis-of-matter paragraph in the auditor’s report that
a. states the purpose for which the presentation is prepared and refers
to a note in the financial statements that describes the basis of
presentation and
b. indicates that the presentation is not intended to be a complete
presentation of the government’s assets, liabilities, revenues, or
expenses.
The auditor should make materiality determinations for purposes of planning,
performing, evaluating the results of, and reporting on the audits of such
special-purpose presentations in a manner consistent with the requirements of
the presentation and with the concept of opinion units as discussed in chapters
4 and 13 and elsewhere in this chapter. However, if the presentation is prepared
in accordance with a regulatory or contractual basis of accounting, the requirements in paragraph .24 of AU-C section 805 do not apply, and the auditor should
follow the guidance in AU-C section 800, Special Considerations—Audits of
Financial Statements Prepared in Accordance With Special Purpose Frameworks (AICPA, Professional Standards). (See further discussion in chapter 16,
“Auditor Involvement With Municipal Securities Filings.”)

Summary Financial Information
14.93 Some governments issue popular reports, directed primarily to
citizens, which contain highly condensed summary financial information with
accompanying notes to those financial statements. Paragraph 175 of National
Council on Governmental Accounting Statement No. 1, Governmental Accounting and Financial Reporting Principles, as amended, requires that condensed
summary financial statements supplement, rather than replace, the CAFR and
the separately issued basic financial statements. That standard also requires
that the data in those summary financial statements be reconcilable with the
government’s basic financial statements and refer the reader to the government’s CAFR or basic financial statements.
14.94 AU-C section 810, Engagements to Report on Summary Financial
Statements (AICPA, Professional Standards), provides guidance in reporting on
condensed financial statements that are derived from audited financial statements of a public entity that is required to file, at least annually, complete
audited financial statements with a regulatory agency. Because a government
is not a public entity as defined under AU-C section 810 with respect to
reporting on separately issued summary financial information, the provisions
of AU-C section 810 do not apply to governments. The following paragraphs
provide reporting guidance when an auditor of the basic financial statements
is engaged to report on summary financial information issued by a government
in a document that refers to, but does not include, the basic financial statements. The auditor may report on summary financial information only if the
auditor has rendered an opinion on the government’s basic financial statements
and the auditor has not rendered a disclaimer of or adverse opinion on one of
the opinion units from which the summary financial information was derived
or on the basic financial statements as a whole. If a component auditor has been
involved in rendering an opinion on the basic financial statements, only the
auditor of the group financial statements may render the opinion on the
summary financial information.
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14.95 Summary financial information often differs in format and content
from basic financial statements prepared in conformity with GAAP. Some
governments include only their government-wide financial statements or only
their fund financial statements (and related note disclosures) in their popular
reports.29 Other governments include either or both summarized governmentwide and fund financial statements (and related note disclosures). That financial information may differ from GAAP in areas of summarization, aggregation,
eliminations, inclusion of component units, or disclosure.
14.96 Governments should exercise discretion in preparing summary
financial information for popular reports. At a minimum, the summary financial information should (a) be informative of matters that may affect its use,
understanding, and interpretation (for example, the financial statements should
be accompanied by notes that describe or should otherwise consider significant
subsequent events, significant contingencies, or restrictions on resources),
(b) be prepared on the same measurement focus and basis of accounting as the
relevant portion of the basic financial statements,30 (c) be classified, summarized, and presented in a reasonable manner, and (d) reflect the underlying
transactions and events in a manner that presents the summarized data within
a range of acceptable limits, that is, limits that are reasonable and practicable
to attain in summary financial information. The summary financial information should be clearly marked as such, and not as combined, consolidated, or
condensed financial information, which users may relate to GAAP.
14.97 When the auditor has concluded that an unmodified opinion on the
summary financial statements is appropriate, paragraph .14 of AU-C section
810 requires the auditor’s opinion to state that the summary financial statements are consistent, in all material respects, with the audited financial
statements from which they have been derived, in accordance with the criteria
applied by management in the preparation of the summary financial statements. The auditor also should consider whether the summary financial
information is fairly presented in accordance with the method of aggregation
described in the notes to the summary financial information. Further, the
auditor should consider whether the notes to the summary financial information disclose how the method of aggregation differs from the accounting policies
used in preparing the basic financial statements, either through a numerical
reconciliation or a narrative explanation and whether the notes refer the reader
to the government’s CAFR or basic financial statements.
14.98 Appendix A (example A-17) illustrates the auditor’s report when the
auditor concludes that summary financial information are consistent, in all
material respects, with the audited financial statements from which they have
been derived. The report should include the elements as discussed in AU-C
section 810.
14.99 The issuance of a qualified opinion on one or more opinion units in
the basic financial statements does not preclude the auditor from issuing a
report on the summary financial information. Note, however, that an auditor is
29
The guidance in this section only applies when the summary financial information
supplements, rather than replaces, the comprehensive annual financial report (CAFR) or the
separately issued basic financial statements and refers the reader to the government’s CAFR
or basic financial statements. If the government does not issue a CAFR or basic financial
statements and presents only government-wide financial statements or only fund financial
statements, the auditor should apply the guidance in paragraphs 14.10 and 14.35.
30
For example, if the summary financial information is related to the governmental funds,
a current financial resources measurement focus and modified accrual basis of accounting
should be used.
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prohibited from issuing a report on summary financial information if the
auditor rendered a disclaimer of or adverse opinion on one of the opinion units
from which the summary financial information was derived or on the basic
financial statements as a whole.
14.100 When the auditor’s report on the summary financial statements is
dated later than the date of the auditor’s report on the audited financial
statements, the auditor may become aware of subsequently discovered facts as
defined in AU-C section 560. In such cases, the auditor should not release the
auditor’s report on the summary financial statements until the auditor’s
consideration of subsequently discovered facts in relation to the audited financial statements, in accordance with AU-C section 560, has been completed.
14.101 If a government issues summary financial information in a manner inconsistent with the guidance provided in paragraph 14.96 (for example,
because the measurement focus and basis of accounting differs from that of the
portion of the basic financial statements from which it has been derived31) and
management does not agree to make the necessary changes, the auditor should
express an adverse opinion on the summary financial statements. The auditor
should state in the opinion paragraph that, in the auditor’s opinion, because of
the significance of the matter(s) described in the basis for adverse opinion
paragraph, the summary financial statements are not consistent, in all material respects, with the audited financial statements from which they have been
derived, in accordance with the applied criteria
14.102 When “GASB defined” SI accompanies summary financial information, the auditor’s responsibility for and reporting on that information is the
same as described in chapter 4 and earlier in this chapter. Because summary
financial information is not presented in conformity with GAAP, GAAP requirements for RSI do not apply to those presentations. Therefore, any information that accompanies the summary financial information is considered, for
auditing purposes, as SI or OI, depending on the nature of the information and
the terms of the engagement.

31
A different measurement focus and basis of accounting would result, for example, from
changing from a modified accrual basis of accounting to a cash basis or recording depreciation
on general capital assets in an activity statement that is derived from the governmental fund
statement of revenues, expenses, and changes in fund balances.
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14.103

Appendix A—Illustrative Auditor’s Reports
A-1 This appendix illustrates auditor’s reports in specific situations discussed
in this chapter. Auditors should modify the illustrative reports as needed in
different situations, using selected elements of the illustrative reports where
appropriate. The following list describes conditions that may make modifications necessary. Other conditions that may make modifications necessary are
described in the footnotes to the illustrative reports:

•

The illustrative auditor’s reports cover a single year. Paragraphs
14.45–.51 discuss modifications to the auditor’s report on the basic
financial statements when those financial statements include information from a prior period.

•

Within many of the illustrative auditor’s reports there are references
to both “basic financial statements” and “financial statements.” There
is an intended distinction for when each term is used because of the
nature of governmental audits. That is, while the government prepares basic financial statements as defined by Governmental Accounting Standards Board (GASB) (see chapter 2, “Financial Reporting,” of this guide for a detailed description of the basic financial
statements), the auditor expresses an opinion or disclaims an opinion
on each opinion unit (see chapter 4, “General Auditing Considerations,” and paragraphs 14.04–.11 for more information on opinion
units). Therefore, when the term “financial statements” is used
within the report illustrations it is generally a reference to the
financial statements of each opinion unit.

•

The auditor’s report may need to separately name each individual
major fund rather than refer to “each major fund.” See paragraph
14.16.

•

The introductory and opinion paragraphs should list only the opinion
units presented in the financial statements. As discussed in paragraph 14.04, under certain circumstances, the auditor may choose to
combine the two aggregate opinion units—the one for the aggregate
discretely presented component units and the one for the aggregate
remaining fund information—as a single opinion unit. If that is done,
the terms aggregate discretely presented component units and aggregate remaining fund information should not be used in the auditor’s
report, for example, as shown in example A-1. Instead, the auditor’s
report should use the term aggregate discretely presented component
units and remaining fund information.

•

Illustrative auditor’s reports on governmental financial statements
conducted in accordance with the standards applicable to financial
audits contained in Government Auditing Standards (also referred to
as the Yellow Book), issued by the Comptroller General of the United
States are discussed in detail in the AICPA Audit Guide Government
Auditing Standards and Circular A-133 Audits, but footnote 3 to
example A-1 provides the necessary modifications for such reporting.

•

If a government presents required budgetary comparison information as basic financial statements instead of as required supplementary information (RSI), the opinion paragraph should be modified to
refer to the budgetary comparison in the manner shown in footnote
4.
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•

Based on the guidance in paragraphs .17–.22 of AU-C section 705,
Modifications to the Opinion in the Independent Auditor’s Report
(AICPA, Professional Standards), a basis for modification paragraph
should describe the matter giving rise to the qualified or adverse
opinion on the financial position, changes in financial position, and,
where applicable, cash flows for an opinion unit, and quantification
of the financial effects of misstatements, unless impracticable. Paragraphs .18 and .A24 of AU-C section 705 describes when obtaining
that information is practicable. If it is not practicable to quantify the
effects, the auditor should so state in the basis for modification
paragraph, as shown in other examples in this appendix.

•

The opinion paragraph should refer to cash flows only if the financial
statements are required to present one or more statements of cash
flows. If only some opinion units are required to present statements
of cash flows, the opinion paragraph should refer to “where applicable, cash flows.”

•

Because of the GASB requirement that financial statements be
accompanied by management discussion and analysis, most governmental financial statements are required to present RSI. A government’s financial statements also may be accompanied by supplementary information (SI), other information (OI), or both. Paragraphs
14.63–.84 discuss auditor reporting for RSI, SI, and OI. (See in
particular the other-matter language in paragraph 14.68 if RSI is
omitted and the discussion in paragraph 14.86 concerning an “in
relation to” opinion on prior-year SI when prior-year financial statements are not presented.) Examples A-1 and A-9 illustrate auditor
reporting on RSI and SI and assumes that the auditor is engaged to
issue an “in relation to” opinion on SI. In addition, example A-14
illustrates unmodified opinions on combining and individual fund
financial statements presented as “GASB defined” supplementary
information.

A-2 The illustrative reports in this appendix are as follows:
Example A-1 — Unmodified Opinions on Basic Financial Statements
Accompanied by Required Supplementary Information and Other
Information
Example A-2 — Unmodified Opinion on the Basic Financial Statements of a Special-Purpose Government That Has a Single Opinion
Unit
Example A-3 — Unmodified Opinions on the Basic Financial Statements of a Special-Purpose Government That Has One Opinion Unit
for the Primary Government and Another Opinion Unit for Its
Aggregate Discretely Presented Component Units
Example A-4 — Report on Basic Financial Statements That Includes
a Qualified Opinion Because One (But Not All) Discretely Presented
Component Units Are Not Audited
Example A-5 — Report on Basic Financial Statements That Includes
Qualified Opinions on Major Governmental Funds Because of a
GAAP Departure
Example A-6 — Report on Basic Financial Statements That Includes
an Adverse Opinion on the Governmental Activities Because Certain
General Infrastructure Assets Are Omitted
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Example A-7 — Report on Basic Financial Statements That Includes
an Adverse Opinion on the Governmental Activities Because Compensated Absences Are Omitted
Example A-8 — Report on Basic Financial Statements That Presents
an Adverse Opinion on the Financial Statements as a Whole Because
the Government-Wide Financial Statements Are Omitted
Example A-9 — Unmodified Opinions on Basic Financial Statements
Accompanied by Required Supplementary Information and Other
Information With Reference to an Audit by Another Auditor
Example A-10 — Report on Basic Financial Statements That Includes Multiple Opinion Modifications, Including an Adverse Opinion
Because a Major Fund Is Omitted
Example A-11 — Unmodified Opinions on the Basic Financial Statements of a Primary Government That Omits the Financial Data of
Each Component Unit and That Issues Audited Financial Statements for the Reporting Entity
Example A-12 — Report on the Basic Financial Statements of a
Primary Government That Omits the Financial Data of Each Component Unit and That Does Not Issue Audited Financial Statements
for the Reporting Entity
Example A-13 — Unmodified Opinions on Basic Financial Statements and on Additional Detail Presented in the Basic Financial
Statements
Example A-14 — Unmodified Opinions on Basic Financial Statements and on Combining and Individual Fund Financial Statements
Presented as “GASB Defined” Supplementary Information
Example A-15 — Unmodified Opinion on General Fund Financial
Statements
Example A-16 — Unmodified Opinions on Departmental Financial
Statements
Example A-17 — Report on Separately Issued Summary Financial
Information Prepared in Accordance With the Guidance in Paragraph 14.82
Consideration of the Standards of the Public Company Accounting
Oversight Board1
A-3 Optional language may be added to the auditor’s report on the financial
statements to clarify that an audit conducted in accordance with generally
accepted auditing standards does not require the same level of testing and
reporting on internal control over financial reporting as an audit conducted in
accordance with the standards of the Public Company Accounting Oversight
Board (PCAOB).
1
Auditors engaged to examine internal control for a nonissuer, which does not fall under
Public Company Accounting Oversight Board (PCAOB) standards, are directed to Statement
on Standards for Attestation Engagements (SSAE) No. 15, An Examination of an Entity’s
Internal Control Over Financial Reporting That Is Integrated With an Audit of Its Financial
Statements (AICPA, Professional Standards, AT sec. 501). SSAE No. 15 converges the standards
used to report on a nonissuer’s internal control with PCAOB Auditing Standard No. 5, An Audit
of Internal Control Over Financial Reporting That Is Integrated with An Audit of Financial
Statements (AICPA, PCAOB Standards and Related Rules, Auditing Standards). Additional
information for audits conducted in accordance with Government Auditing Standards can be
found in the AICPA Audit Guide Government Auditing Standards and Circular A-133 Audits.
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A-4 While uncommon, if the auditor is engaged to audit and report on the
effectiveness of a governmental entity’s (that is, nonissuer’s) internal control
over financial reporting in accordance with PCAOB auditing standards, the
auditor may choose to issue a combined report or separate reports on the
entity’s financial statements and on internal control over financial reporting.
Refer to paragraphs 85–98 of PCAOB Auditing Standard No. 5, An Audit of
Internal Control Over Financial Reporting That Is Integrated with An Audit of
Financial Statements (AICPA, PCAOB Standards and Related Rules, Auditing
Standards), for direction about reporting on internal control over financial
reporting. In addition, see appendix C, “Special Reporting Situations,” of PCAOB
Auditing Standard No. 5.
a. If the auditor issues separate reports on the entity’s financial statements and on internal control over financial reporting as permitted
by PCAOB standards, the following paragraph should be added to the
auditor’s report on the entity’s financial statements.
“We also have audited, in accordance with the auditing standards of the Public Company Accounting Oversight Board
(United States), City of Example’s internal control over financial reporting as of June 30, 20X1, based on [identify control
criteria] and our report dated [date of report, which should be
the same as the date of the report on the financial statements]
expressed [include nature of opinions].”
b. When performing an integrated audit of financial statements and
internal control over financial reporting in accordance with PCAOB
auditing standards, the auditor’s report on the entity’s financial
statements and on internal control over financial reporting should be
dated the same date. Refer to paragraph 89 of PCAOB Auditing
Standard No. 5 for direction about the report date in an audit of
internal control over financial reporting.
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Example A-1
Unmodified Opinions on Basic Financial Statements Accompanied by
Required Supplementary Information and Other Information2
(Paragraphs 14.12–.16 and 14.66–.84)
Independent Auditor’s Report
[Appropriate Addressee]
Report on the Financial Statements
We have audited the accompanying financial statements of the governmental
activities, the business-type activities, the aggregate discretely presented component units, each major fund, and the aggregate remaining fund information
of the City of Example, Any State, as of and for the year ended June 30, 20X1,
and the related notes to the financial statements, which collectively comprise
the City’s basic financial statements as listed in the table of contents.
Management’s Responsibility for the Financial Statements
Management is responsible for the preparation and fair presentation of these
financial statements in accordance with accounting principles generally accepted in the United States of America; this includes the design, implementation, and maintenance of internal control relevant to the preparation and fair
presentation of financial statements that are free from material misstatement,
whether due to fraud or error.
Auditor’s Responsibility
Our responsibility is to express opinions on these financial statements based on
our audit. We conducted our audit in accordance with auditing standards
generally accepted in the United States of America.3 Those standards require
that we plan and perform the audit to obtain reasonable assurance about
whether the financial statements are free from material misstatement.
2
The opening section of paragraph 14.103 of this chapter describes conditions that may
make modifications to this report necessary, such as when the financial statements include
information from a prior period or when the auditor is reporting on required supplementary
information (RSI), supplementary information (SI), or other information (OI).
3
When the audit is also performed under Government Auditing Standards, issued by the
Comptroller General of the United States, the following modifications would be made to this
report.
A. The second sentence of this section would be replaced with,
“We conducted our audit in accordance with auditing standards generally accepted in
the United States of America and the standards applicable to financial audits
contained in Government Auditing Standards, issued by the Comptroller General of
the United States.”
B. The final section of this illustrative report titled “Report on Other Legal and Regulatory
Requirements” would be replaced with the following:
Other Reporting Required by Government Auditing Standards
In accordance with Government Auditing Standards, we have also issued our report
dated [date of report] on our consideration of the City of Example’s internal control
over financial reporting and on our tests of its compliance with certain provisions of
laws, regulations, contracts, and grant agreements and other matters. The purpose
of that report is to describe the scope of our testing of internal control over financial
reporting and compliance and the results of that testing, and not to provide an
opinion on internal control over financial reporting or on compliance. That report is
an integral part of an audit performed in accordance with Government Auditing
Standards in considering City of Example’s internal control over financial reporting
and compliance.
See the AICPA Audit Guide Government Auditing Standards and Circular A-133 Audits, for
illustrations of the reporting required by Government Auditing Standards and other information on planning, performing and reporting on the audit in accordance with Government
Auditing Standards.
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An audit involves performing procedures to obtain audit evidence about the
amounts and disclosures in the financial statements. The procedures selected
depend on the auditor’s judgment, including the assessment of the risks of
material misstatement of the financial statements, whether due to fraud or
error. In making those risk assessments, the auditor considers internal control
relevant to the entity’s preparation and fair presentation of the financial
statements in order to design audit procedures that are appropriate in the
circumstances, but not for the purpose of expressing an opinion on the effectiveness of the entity’s internal control. Accordingly, we express no such opinion.
An audit also includes evaluating the appropriateness of accounting policies
used and the reasonableness of significant accounting estimates made by
management, as well as evaluating the overall presentation of the financial
statements.
We believe that the audit evidence we have obtained is sufficient and appropriate to provide a basis for our audit opinions.
Opinions
In our opinion, the financial statements referred to above present fairly, in all
material respects, the respective financial position of the governmental activities, the business-type activities, the aggregate discretely presented component
units, each major fund, and the aggregate remaining fund information of the
City of Example, Any State, as of June 30, 20X1, and the respective changes in
financial position, and, where applicable, cash flows thereof for the year then
ended in accordance with accounting principles generally accepted in the
United States of America.4
Other Matters
Required Supplementary Information5
Accounting principles generally accepted in the United States of America
require that the [identify required supplementary information, such as management’s discussion and analysis and budgetary comparison information] on
pages XX–XX and XX–XX be presented to supplement the basic financial
4
If a government presents required budgetary comparison information as basic financial
statements instead of as RSI, the opinion paragraph would be replaced with the following:
“In our opinion, the financial statements referred to above present fairly, in all material
respects, the respective financial position of the governmental activities, the business-type
activities, the aggregate discretely presented component units, each major fund, and the
aggregate remaining fund information of the City of Example, Any State, as of June 30,
20X1, and the respective changes in financial position and, where applicable, cash flows
thereof and the respective budgetary comparison for the [indicate the major governmental
funds involved] for the year then ended in accordance with accounting principles generally
accepted in the United States of America.”
5
This RSI paragraph, within the “Other Matters” section of the report illustrates a
situation where RSI is included, the auditor has applied the specified procedures, and no
material departures from prescribed guidelines have been identified.
If all of the RSI is omitted, the paragraph on RSI would be replaced with the following:
Management has omitted [identify the missing RSI, such as management’s discussion and
analysis or budgetary comparison information] that accounting principles generally
accepted in the United States of America require to be presented to supplement the basic
financial statements. Such missing information, although not a part of the basic financial
statements, is required by the Governmental Accounting Standards Board who considers
it to be an essential part of financial reporting for placing the basic financial statements
in an appropriate operational, economic, or historical context. Our opinion on the basic
financial statements is not affected by this missing information.
For other situations in which some RSI is omitted and some is presented in accordance with
prescribed guidelines, there are material departures from prescribed guidelines, specified
procedures were not completed, or there are unresolved doubts about whether the RSI is in
accordance with prescribed guidelines, refer to the guidance in AU-C section 730, Required
Supplementary Information (AICPA, Professional Standards).
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statements. Such information, although not a part of the basic financial
statements, is required by the Governmental Accounting Standards Board who
considers it to be an essential part of financial reporting for placing the basic
financial statements in an appropriate operational, economic, or historical
context. We have applied certain limited procedures to the required supplementary information in accordance with auditing standards generally accepted
in the United States of America, which consisted of inquiries of management
about the methods of preparing the information and comparing the information
for consistency with management’s responses to our inquiries, the basic financial statements, and other knowledge we obtained during our audit of the basic
financial statements. We do not express an opinion or provide any assurance on
the information because the limited procedures do not provide us with sufficient evidence to express an opinion or provide any assurance.
Other Information6, 7
Our audit was conducted for the purpose of forming opinions on the financial
statements that collectively comprise the City of Example’s basic financial
statements. The [identify accompanying supplementary information, such as
the combining and individual nonmajor fund financial statements, and the
other information, such as the introductory and statistical sections] are presented for purposes of additional analysis and are not a required part of the
basic financial statements.
The [identify accompanying supplementary information] is the responsibility of
management and was derived from and relates directly to the underlying
accounting and other records used to prepare the basic financial statements.
Such information has been subjected to the auditing procedures applied in the
audit of the basic financial statements and certain additional procedures,
including comparing and reconciling such information directly to the underlying accounting and other records used to prepare the basic financial statements
or to the basic financial statements themselves, and other additional procedures in accordance with auditing standards generally accepted in the United
States of America. In our opinion, the [identify accompanying supplementary
information] is fairly stated, in all material respects, in relation to the basic
financial statements as a whole.
The [identify the other information] has not been subjected to the auditing
procedures applied in the audit of the basic financial statements, and accordingly, we do not express an opinion or provide any assurance on it.
6
This section, within the “Other Matters” section of the report, is intended to include the
reporting on SI when the auditor is engaged to provide an “in relation to” opinion on SI and
also when explanatory language will be provided relating to OI when the auditor is disclaiming
an opinion on the OI. This illustration provides example language for both SI and OI reporting.
The caption provided in this illustration is one way an auditor could title the section.
Alternatively, the auditor could title it “Supplementary and Other Information,” “Supplementary Information,” or “Accompanying Information.”
7
This illustration assumes that the auditor has been engaged to provide an “in-relation-to”
opinion on SI, the auditor is issuing an unmodified opinion on the financial statements, and the
auditor has concluded that the SI is fairly stated, in all material respects, in relation to the
financial statements as a whole. If there is no SI on which to report, the references to SI in these
paragraphs would be deleted. If the auditor has issued an opinion other than unmodified on
the financial statements, see the guidance in AU-C section 725, Supplementary Information in
Relation to the Financial Statements as a Whole (AICPA, Professional Standards). Additionally,
the OI reporting contained within this section provides an example of explanatory language
that the auditor may use to disclaim an opinion on OI. Note there is no required reporting on
OI under AU-C section 720, Other Information in Documents Containing Audited Financial
Statements (AICPA, Professional Standards). If there is no OI contained in the document
containing the audited financial statements or if the auditor chooses not to include the
disclaimer, the references to OI in this section would be deleted. See AU-C section 720 for more
information.
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Report on Other Legal and Regulatory Requirements

[Form and content of this section of the auditor’s report will vary depending on
the nature of the auditor’s other reporting responsibilities, if any.]
[Auditor’s signature]
[Auditor’s city and state]
[Date of the auditor’s report]

8
In some circumstances, the auditor may have additional responsibilities to report on other
matters that are supplementary to the auditor’s responsibility under generally accepted
auditing standards. When there are such other reporting responsibilities, they should be
addressed in a separate section in the auditor’s report. The form and content of the “Other
Reporting Responsibilities” section of the auditor’s report are described in paragraph .37 of
AU-C section 700, Forming an Opinion and Reporting on Financial Statements (AICPA,
Professional Standards). Paragraph .37 of AU-C section 700 also provides that the section
related to an auditor’s other reporting responsibilities should be subtitled “Report on Other
Legal and Regulatory Requirements” or otherwise, as appropriate to the content of the section.
For example, if the audit is also performed in accordance with Government Auditing Standards,
an alternative title would be “Other Reporting Required by Government Auditing Standards.”
See footnote 3.
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Example A-2
Unmodified Opinion on the Basic Financial Statements of a SpecialPurpose Government That Has a Single Opinion Unit9
(Paragraphs 14.17 and 14.58)
Independent Auditor’s Report
[Appropriate Addressee]
Report on the Financial Statements
We have audited the accompanying financial statements of the Example
Component Unit (ECU), a component unit of the City of Example, Any State,10
as of and for the year ended June 30, 20X1, and the related notes to the financial
statements, which collectively comprise the ECU’s basic financial statements as
listed in the table of contents.
Management’s Responsibility for the Financial Statements
[Same paragraph as in example A-1]
Auditor’s Responsibility
Our responsibility is to express an opinion on these financial statements based
on our audit. We conducted our audit in accordance with auditing standards
generally accepted in the United States of America.11 Those standards require
that we plan and perform the audit to obtain reasonable assurance about
whether the financial statements are free from material misstatement.
An audit involves performing procedures to obtain audit evidence about the
amounts and disclosures in the financial statements. The procedures selected
depend on the auditor’s judgment, including the assessment of the risks of
material misstatement of the financial statements, whether due to fraud or
error. In making those risk assessments, the auditor considers internal control
relevant to the entity’s preparation and fair presentation of the financial
statements in order to design audit procedures that are appropriate in the
circumstances, but not for the purpose of expressing an opinion on the effectiveness of the entity’s internal control. Accordingly, we express no such opinion.
An audit also includes evaluating the appropriateness of accounting policies
used and the reasonableness of significant accounting estimates made by
management, as well as evaluating the overall presentation of the financial
statements.
We believe that the audit evidence we have obtained is sufficient and appropriate to provide a basis for our audit opinion.
Opinion
In our opinion, the financial statements referred to above present fairly, in all
material respects, the financial position of the ECU as of June 30, 20X1, and
the changes in its financial position and its cash flows for the year then ended

9

See footnote 2.
As discussed in paragraph 14.58, the auditors’ report should disclose that an entity is a
component unit of a financial reporting entity. If the special-purpose government is not a
component unit of another government, this reference to being a component unit should be
removed.
11
See footnote 3.
10
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in accordance with accounting principles generally accepted in the United
States of America.12
Report on Other Legal and Regulatory Requirements13
[Form and content of this section of the auditor’s report will vary depending on
the nature of the auditor’s other reporting responsibilities, if any.]
[Auditor’s signature]
[Auditor’s city and state]
[Date of the auditor’s report]

12
In the opinion paragraph, the terms financial position and changes in financial position
could be replaced with terms that would be more descriptive in the circumstances. For example,
in a report on a public employee retirement system, the terms plan net position or fiduciary net
position and changes in plan net position or changes in fiduciary net position might be used.
13
See footnote 8.
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Example A-3
Unmodified Opinions on the Basic Financial Statements of a
Special-Purpose Government That Has One Opinion Unit for the
Primary Government and Another Opinion Unit for Its Aggregate
Discretely Presented Component Units14
(Paragraph 14.17)
Independent Auditor’s Report
[Appropriate Addressee]
Report on the Financial Statements
We have audited the accompanying financial statements of the business-type
activities15 and aggregate discretely presented component units of Example
District, Any State, as of and for the year ended June 30, 20X1, and the related
notes to the financial statements, which collectively comprise the District’s
basic financial statements as listed in the table of contents.
Management’s Responsibility for the Financial Statements
[Same paragraph as in example A-1]
Auditor’s Responsibility
[Same paragraphs as in example A-1]
Opinions
In our opinion, the financial statements referred to above present fairly, in all
material respects, the respective financial position of the business-type activities and the aggregate discretely presented component units of the Example
District, Any State, as of June 30, 20X1, and the respective changes in financial
position and, where applicable, cash flows thereof for the year then ended in
accordance with accounting principles generally accepted in the United States
of America.
Report on Other Legal and Regulatory Requirements16
[Form and content of this section of the auditor’s report will vary depending on
the nature of the auditor’s other reporting responsibilities, if any.]
[Auditor’s signature]
[Auditor’s city and state]
[Date of the auditor’s report]

14

See footnote 2.
The example assumes that the special-purpose government is engaged only in businesstype activities. If the special-purpose government is engaged only in fiduciary activities, the
introductory and opinion paragraphs would refer to fiduciary activities.
16
See footnote 8.
15
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Example A-4
Report on Basic Financial Statements That Includes a Qualified
Opinion Because One (But Not All) Discretely Presented Component
Units Are Not Audited17 , 18
(Paragraph 14.28)
Independent Auditor’s Report
[Appropriate Addressee]
Report on the Financial Statements
[Same paragraph as in example A-1]
Management’s Responsibility for the Financial Statements
[Same paragraph as in example A-1]
Auditor’s Responsibility
[Same paragraphs as in example A-1]
Summary of Opinions19

17

See footnote 2.
This example assumes that the auditor has concluded that the single unaudited component unit warrants a qualified opinion. Another auditor could make a different professional
judgment. If the auditor was to conclude that a disclaimer of opinion on the aggregate discretely
presented component units (but not on the financial statements as a whole) is appropriate, a
number of modifications to this report are necessary.
(a) The introductory paragraph would be modified as follows:
We have audited the accompanying financial statements of the governmental activities, the business-type activities, each major fund, and the aggregate remaining fund
information of the City of Example, Any State, as of and for the year ended June 30,
20X1, and the related notes to the financial statements. We were engaged to audit the
financial statements of the aggregate discretely presented component units. These
financial statements collectively comprise the City’s basic financial statements as
listed in the table of contents.
(b) The “Auditor’s Responsibility” section would be modified as follows:
Our responsibility is to express opinions on these financial statements based on our
audit. We conducted our audit in accordance with auditing standards generally
accepted in the United States of America. Those standards require that we plan and
perform the audit to obtain reasonable assurance about whether the financial statements are free from material misstatement. Because of the matter(s) described in the
“Basis for Disclaimer of Opinion” paragraph, however, we were not able to obtain
sufficient appropriate audit evidence to provide a basis for an audit opinion on the
aggregate discretely presented component units.
(c) The heading of the basis for modification paragraph would reflect a disclaimer of
opinion rather than a qualified opinion.
(d) The disclaimer of opinion paragraph would be titled “Disclaimer of Opinion” and read
as follows: “Because of the significance of the matter described in the “Basis for
Disclaimer of Opinion on the Aggregate Discretely Presented Component Units”
paragraph, we have not been able to obtain sufficient appropriate audit evidence to
provide a basis for an audit opinion on the financial statements of the aggregate
discretely presented component units of the City of Example, Any State. Accordingly,
we do not express an opinion on these financial statements.”
Paragraphs 14.10, 14.29, and 14.31 discuss disclaimers of opinion. The auditor should also refer
to AU-C section 705, Modifications to the Opinion in the Independent Auditor’s Report (AICPA,
Professional Standards), if a disclaimer or other modification to the report is deemed necessary.
19
This table is not a required element of the auditor’s report under AU-C section 700. It is
included here and in other illustrations in this section to illustrate an additional way for the
auditor to communicate that more than one type of opinion is being issued. Its inclusion may
assist users in more easily understanding the report.
18
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Opinion Unit

Type of Opinion

Governmental Activities

Unmodified

Business-Type Activities

Unmodified

Aggregate Discretely Presented Component Units

Qualified

Governmental Fund X

Unmodified

Governmental Fund Y

Unmodified

Governmental Fund Z

Unmodified

Enterprise Fund A

Unmodified

Enterprise Fund B

Unmodified

Aggregate Remaining Fund Information

Unmodified

Basis for Qualified Opinion on the Aggregate Discretely Presented
Component Units
The financial statements of Example Component Unit (ECU) have not been
audited, and we were not engaged to audit the ECU financial statements as
part of our audit of the City’s basic financial statements. ECU’s financial
activities are included in the City’s basic financial statements as a discretely
presented component unit and represent XX percent, XX percent, and XX
percent of the assets, net position, and revenues, respectively, of the City’s
aggregate discretely presented component units.
Qualified Opinion
In our opinion, except for the possible effects of the matter described in the
“Basis for Qualified Opinion on the Aggregate Discretely Presented Component
Units” paragraph, the financial statements referred to above present fairly, in
all material respects, the financial position of the aggregate discretely presented component units of the City of Example, Any State, as of June 30, 20X1,
and the changes in financial position thereof for the year then ended in
accordance with accounting principles generally accepted in the United States
of America.
Unmodified Opinions
In our opinion, the financial statements referred to above present fairly, in all
material respects, the respective financial position of the governmental activities, the business-type activities, each major fund, and the aggregate remaining
fund information of the City of Example, Any State, as of June 30, 20X1, and
the respective changes in financial position and, where applicable, cash flows
thereof for the year then ended in accordance with accounting principles
generally accepted in the United States of America.
Report on Other Legal and Regulatory Requirements20
[Form and content of this section of the auditor’s report will vary depending on
the nature of the auditor’s other reporting responsibilities if any.]
[Auditor’s signature]
[Auditor’s city and state]
[Date of the auditor’s report]

20

See footnote 8.
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Example A-5
Report on Basic Financial Statements That Includes Qualified
Opinions on Major Governmental Funds Because of a GAAP
Departure21, 22
(Paragraph 14.33)
Independent Auditor’s Report
[Appropriate Addressee]
Report on the Financial Statements
[Same paragraph as in example A-1]
Management’s Responsibility for the Financial Statements
[Same paragraph as in example A-1]
Auditor’s Responsibility
[Same paragraphs as in example A-1]
Summary of Opinions23
Opinion Unit

Type of Opinion

Governmental Activities

Unmodified

Business-Type Activities

Unmodified

Aggregate Discretely Presented Component Units

Unmodified

Governmental Fund X

Qualified

Governmental Fund Y

Qualified

Governmental Fund Z

Unmodified

Enterprise Fund A

Unmodified

Enterprise Fund B

Unmodified

Aggregate Remaining Fund Information

Unmodified

Basis for Qualified Opinions on Major Governmental Funds X and Y24
Management has not adopted a methodology for reviewing the collectibility of
taxes receivable in the [identify the affected major governmental funds, such as
Major Governmental Funds X and Y] and, accordingly, has not considered the
need to provide an allowance for uncollectible amounts. Accounting principles
generally accepted in the United States of America require that an adequate
21

See footnote 2.
Depending on the nature and magnitude of the U.S. generally accepted accounting
principles (GAAP) departure, it is possible that the auditor’s opinion on the governmental
activities also would be qualified, as illustrated in example A-10. Further, the same GAAP
departure in the nonmajor governmental funds could affect the auditor’s opinion on the
aggregate remaining fund information. This example assumes that the auditor has concluded
that the GAAP departure is not material to the governmental activities opinion unit or to the
aggregate remaining fund information opinion unit. Another auditor could make a different
professional judgment. (See paragraphs 14.07–.08.) If a GAAP departure is material to more
than one opinion unit, the basis for modification paragraph should explain the nature and effect
of the departure on each affected opinion unit.
23
See footnote 19.
24
As there are multiple opinion units provided in this report, the heading to this section
illustrates identifying the opinion units to which the basis for opinion modifications apply to
more clearly communicate the opinion units associated with the modification.
22
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allowance be provided for uncollectible receivables, which would decrease the
assets and fund balances and change the revenues in the [identify the affected
major governmental funds]. The amount by which this departure would affect
the assets, fund balances, and revenues of the [identify the affected major
governmental funds] has not been determined.25
Qualified Opinions
In our opinion, except for the effects of the matter described in the “Basis for
Qualified Opinions on Major Governmental Funds X and Y” paragraph, the
financial statements referred to above present fairly, in all material respects,
the respective financial position of the [identify the affected major governmental
funds] of the City of Example, Any State, as of June 30, 20X1, and the respective
changes in financial position thereof for the year then ended in accordance with
accounting principles generally accepted in the United States of America.
Unmodified Opinions
In our opinion, the financial statements referred to above present fairly, in all
material respects, the respective financial position of the governmental activities, the business-type activities, the aggregate discretely presented component
units, [identify the major funds not affected by the qualification], and the
aggregate remaining fund information of the City of Example, Any State, as of
June 30, 20X1, and the respective changes in financial position and, where
applicable, cash flows thereof for the year then ended in accordance with
accounting principles generally accepted in the United States of America.
Report on Other Legal and Regulatory Requirements26
[Form and content of this section of the auditor’s report will vary depending on
the nature of the auditor’s other reporting responsibilities, if any.]
[Auditor’s signature]
[Auditor’s city and state]
[Date of the auditor’s report]

25
If a government presents required budgetary comparison information as basic financial
statements instead of as RSI, the basis for modification paragraph also should explain the effect
of the GAAP departure on the budgetary comparison information. This example assumes that
the government budgets on a cash basis, and thus the GAAP departure would not affect the
budgetary comparison information if it were presented as a basic financial statement. Example
A-1 provides modification that would be needed to this report in other areas if required
budgetary comparison information is presented as a basic financial statement.
26
See footnote 8.
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Example A-6
Report on Basic Financial Statements That Includes an Adverse
Opinion on the Governmental Activities Because Certain General
Infrastructure Assets Are Omitted27 , 28
(Paragraph 14.34)
Independent Auditor’s Report
[Appropriate Addressee]
Report on the Financial Statements
[Same paragraph as in example A-1]
Management’s Responsibility for the Financial Statements
[Same paragraph as in example A-1]
Auditor’s Responsibility
[Same paragraphs as in example A-1]
Summary of Opinions29
Opinion Unit

Type of Opinion

Governmental Activities

Adverse

Business-Type Activities

Unmodified

Aggregate Discretely Presented Component Units

Unmodified

Governmental Fund X

Unmodified

Governmental Fund Y

Unmodified

Governmental Fund Z

Unmodified

Enterprise Fund A

Unmodified

Enterprise Fund B

Unmodified

Aggregate Remaining Fund Information

Unmodified

Basis for Adverse Opinion on Governmental Activities
As discussed in Note X to the financial statements, management has not
recorded certain general infrastructure assets in governmental activities and,
accordingly, has not recorded depreciation expense on those assets. Accounting
principles generally accepted in the United States of America require that those
general infrastructure assets be capitalized and depreciated, which would
increase the assets, net position, and expenses of the governmental activities.
The amount by which this departure would affect the assets, net position, and
expenses of the governmental activities has not been determined.
27

See footnote 2.
As discussed in paragraph 14.34, an adverse opinion usually would be appropriate if a
general-purpose government omits general infrastructure assets. Further, depending on the
nature and magnitude of the facts and circumstances leading to an adverse opinion on one or
more opinion units, it is possible that the auditor would conclude that it is appropriate to issue
an adverse opinion on the financial statements as a whole. (See paragraphs 14.10 and 14.35.)
This example assumes that the auditor has concluded that the GAAP departure warrants an
adverse opinion on the governmental activities, but not on the financial statements as a whole.
Another auditor could make a different professional judgment and issue an adverse opinion on
the financial statements as a whole, and thus use the type of report illustrated in example A-8.
29
See footnote 19.
28
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Adverse Opinion
In our opinion, because of the significance of the matter described in the “Basis
for Adverse Opinion on Governmental Activities” paragraph, the financial
statements referred to above do not present fairly the financial position of the
governmental activities of the City of Example, Any State, as of June 30, 20X1,
or the changes in financial position thereof for the year then ended in accordance with accounting principles generally accepted in the United States of
America.
Unmodified Opinions
In our opinion, the financial statements referred to above present fairly, in all
material respects, the respective financial position of the business-type activities, the aggregate discretely presented component units, each major fund, and
the aggregate remaining fund information of the City of Example, Any State,
as of June 30, 20X1, and the respective changes in financial position and, where
applicable, cash flows thereof for the year then ended in accordance with
accounting principles generally accepted in the United States of America.
Report on Other Legal and Regulatory Requirements30
[Form and content of this section of the auditor’s report will vary depending on
the nature of the auditor’s other reporting responsibilities, if any.]
[Auditor’s signature]
[Auditor’s city and state]
[Date of the auditor’s report]

30

See footnote 8.
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Example A-7
Report on Basic Financial Statements That Includes an Adverse
Opinion on the Governmental Activities Because Compensated
Absences Are Omitted31 , 32
(Paragraphs 14.07–.08 and .34)
Independent Auditor’s Report
[Appropriate Addressee]
Report on the Financial Statements
[Same paragraph as in example A-1]
Management’s Responsibility for the Financial Statements
[Same paragraph as in example A-1]
Auditor’s Responsibility
[Same paragraphs as in example A-1]
Summary of Opinions33
Opinion Unit

Type of Opinion

Governmental Activities

Adverse

Business-Type Activities

Unmodified

Aggregate Discretely Presented Component Units

Unmodified

Governmental Fund X

Unmodified

Governmental Fund Y

Unmodified

Governmental Fund Z

Unmodified

Enterprise Fund A

Unmodified

Enterprise Fund B

Unmodified

Aggregate Remaining Fund Information

Unmodified

Basis for Adverse Opinion on Governmental Activities
As discussed in Note X to the financial statements, management has not
recorded a liability for compensated absences in governmental activities and,
accordingly, has not recorded an expense for the current period change in that
liability. Accounting principles generally accepted in the United States of
America require that compensated absences attributable to employee services
already rendered and that are not contingent on a specific event that is outside
the control of the employer and employee be accrued as liabilities and expenses
31

See footnote 2.
Depending on the nature and magnitude of the GAAP departure, it is possible that the
auditor would issue a qualified opinion rather than an adverse opinion. Further, depending on
the nature and magnitude of the facts and circumstances leading to an adverse opinion on one
or more opinion units, it is possible that the auditor would conclude that it is appropriate to
issue an adverse opinion on the financial statements as a whole. (See paragraphs 14.10 and
14.35.) This example assumes that the auditor has concluded that the GAAP departure
warrants an adverse opinion on the governmental activities, but not on the financial statements
as a whole. Another auditor could make a different professional judgment and either issue a
qualified opinion (see example A-10) or issue an adverse opinion on the financial statements
as a whole, using the type of report illustrated in example A-8.
33
See footnote 19.
32
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as employees earn the rights to the benefits, which would increase the liabilities, reduce the net position, and change the expenses of the governmental
activities. The amount by which this departure would affect the liabilities, net
position, and expenses of the governmental activities has not been determined.
Adverse Opinion
In our opinion, because of the significance of the matter discussed in the “Basis
for Adverse Opinion on Governmental Activities” paragraph, the financial
statements referred to above do not present fairly the financial position of the
governmental activities of the City of Example, Any State, as of June 30, 20X1,
or the changes in financial position thereof for the year then ended in accordance with accounting principles generally accepted in the United States of
America.
Unmodified Opinions
In our opinion, the financial statements referred to above present fairly, in all
material respects, the respective financial position of the business-type activities, the aggregate discretely presented component units, each major fund, and
the aggregate remaining fund information of the City of Example, Any State,
as of June 30, 20X1, and the respective changes in financial position and, where
applicable, cash flows thereof for the year then ended in accordance with
accounting principles generally accepted in the United States of America.
Report on Other Legal and Regulatory Requirements34
[Form and content of this section of the auditor’s report will vary depending on
the nature of the auditor’s other reporting responsibilities, if any.]
[Auditor’s signature]
[Auditor’s city and state]
[Date of the auditor’s report]

34

See footnote 8.
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Example A-8
Report on Basic Financial Statements That Presents an Adverse
Opinion on the Financial Statements as a Whole Because the
Government-Wide Financial Statements Are Omitted35
(Paragraphs 14.10 and 14.35)
Independent Auditor’s Report
[Appropriate Addressee]
Report on the Financial Statements
[Same paragraph as in example A-1]
Management’s Responsibility for the Financial Statements
[Same paragraph as in example A-1]
Auditor’s Responsibility
[Same paragraphs as in example A-2]
Basis for Adverse Opinion
Management has not presented government-wide financial statements to display the financial position and changes in financial position of its governmental
activities, business-type activities, and discretely presented component units.
Accounting principles generally accepted in the United States of America
require the presentation of government-wide financial statements. The amounts
that would be reported in government-wide financial statements for the City of
Example, Any State’s governmental activities, business-type activities, and
discretely presented component units have not been determined.
Adverse Opinion
In our opinion, because of the significance of the matter discussed in the “Basis
for Adverse Opinion” paragraph, the financial statements referred to above do
not present fairly the financial position of the City of Example, Any State, as
of June 30, 20X1, or the changes in financial position or, where applicable, cash
flows thereof for the year then ended in accordance with accounting principles
generally accepted in the United States of America.
Report on Other Legal and Regulatory Requirements36
[Form and content of this section of the auditor’s report will vary depending on
the nature of the auditor’s other reporting responsibilities, if any.]
[Auditor’s signature]
[Auditor’s city and state]
[Date of the auditor’s report]

35
36

See footnote 2.
See footnote 8.
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Example A-9
Unmodified Opinions on Basic Financial Statements Accompanied
by Required Supplementary Information and Other Information
With Reference to an Audit by Another Auditor37
(Paragraphs 14.36–.39 and 14.63–.85)
Independent Auditor’s Report
[Appropriate Addressee]
Report on the Financial Statements
[Same paragraph as in example A-1]
Management’s Responsibility for the Financial Statements
[Same paragraph as in example A-1]
Auditor’s Responsibility
Our responsibility is to express opinions on these financial statements based on
our audit. We did not audit the financial statements of [identify organization,
function, or activity], which represent XX percent, XX percent, and XX percent,
respectively, of the assets, [net position, or fund balances], and revenues of the
[identify opinion unit(s)].38 Those statements were audited by other auditors
whose report has been furnished to us, and our opinion, insofar as it relates to
the amounts included for [identify organization, function, or activity], is based
solely on the report of the other auditors. We conducted our audit in accordance
with auditing standards generally accepted in the United States of America.39
Those standards require that we plan and perform the audit to obtain reasonable assurance about whether the financial statements are free from material
misstatement.
An audit involves performing procedures to obtain audit evidence about the
amounts and disclosures in the financial statements. The procedures selected
depend on the auditor’s judgment, including the assessment of the risks of
material misstatement of the financial statements, whether due to fraud or
error. In making those risk assessments, the auditor considers internal control
relevant to the entity’s preparation and fair presentation of the financial
statements in order to design audit procedures that are appropriate in the
circumstances, but not for the purpose of expressing an opinion on the effectiveness of the entity’s internal control. Accordingly, we express no such opinion.
An audit also includes evaluating the appropriateness of accounting policies
used and the reasonableness of significant accounting estimates made by
management, as well as evaluating the overall financial statement presentation of the financial statements.
We believe that the audit evidence we have obtained is sufficient and appropriate to provide a basis for our audit opinions.
37

See footnote 2.
Appropriate changes to this sentence should be made when an entire opinion unit is
audited by another auditor. For example, “We did not audit the financial statements of the
Sewer Enterprise Fund, which is both a major fund and XX percent, XX percent, and XX
percent, respectively, of the assets, net position, and revenues of the business-type activities.”
However, the report still should indicate in the “Auditor’s Responsibility” section the group
auditor’s responsibility for auditing that opinion unit. The group auditor should also express
or disclaim an opinion in the “Opinion” section of the report. See the further discussion in
paragraph 14.85 and the guidance in AU-C section 600, Special Considerations—Audits of
Group Financial Statements (Including the Work of Component Auditors) (AICPA, Professional
Standards).
39
See footnote 3.
38
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Opinions
In our opinion, based on our audit and the report of other auditors, the financial
statements referred to above present fairly, in all material respects, the respective financial position of the governmental activities, the business-type
activities, the aggregate discretely presented component units, each major fund,
and the aggregate remaining fund information of the City of Example, Any
State, as of June 30, 20X1, and the respective changes in financial position and,
where applicable, cash flows thereof for the year then ended in accordance with
accounting principles generally accepted in the United States of America.
Other Matters
Required Supplementary Information40
Accounting principles generally accepted in the United States of America
require that the [identify required supplementary information, such as management’s discussion and analysis and budgetary comparison information] on
pages XX–XX and XX–XX be presented to supplement the basic financial
statements. Such information, although not a part of the basic financial
statements, is required by the Governmental Accounting Standards Board who
considers it to be an essential part of financial reporting for placing the basic
financial statements in an appropriate operational, economic, or historical
context. We and other auditors41 have applied certain limited procedures to the
required supplementary information in accordance with auditing standards
generally accepted in the United States of America, which consisted of inquiries
of management about the methods of preparing the information and comparing
the information for consistency with management’s responses to our inquiries,
the basic financial statements, and other knowledge we obtained during our
audit of the basic financial statements. We do not express an opinion or provide
any assurance on the information because the limited procedures do not provide
us with sufficient evidence to express an opinion or provide any assurance.
Other Information42, 43
Our audit was conducted for the purpose of forming opinions on the financial
statements that collectively comprise the City of Example’s basic financial
statements. The [identify accompanying supplementary information, such as
the combining and individual nonmajor fund financial statements, and the
other information such as the introductory and statistical sections] are presented for purposes of additional analysis and are not a required part of the
basic financial statements.
The [identify accompanying supplementary information] is the responsibility of
management and was derived from and relates directly to the underlying
accounting and other records used to prepare the basic financial statements.
Such information has been subjected to the auditing procedures applied in the
audit of the basic financial statements and certain additional procedures,
including comparing and reconciling such information directly to the underlying accounting and other records used to prepare the basic financial statements
or to the basic financial statements themselves, and other additional procedures in accordance with auditing standards generally accepted in the United
States of America by us and other auditors. In our opinion, based on our audit,
the procedures performed as described above, and the report of the other
40

See footnote 5.
References to other auditors are only appropriate when the other auditor’s report
discusses applicable RSI, SI, or both. (see paragraph 14.86).
42
See footnote 6.
43
See footnote 7.
41
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auditors, the [identify accompanying supplementary information] is fairly stated,
in all material respects, in relation to the basic financial statements as a whole.
The [identify the other information] has not been subjected to the auditing
procedures applied in the audit of the basic financial statements, and accordingly, we do not express an opinion or provide any assurance on it.
Report on Other Legal and Regulatory Requirements44
[Form and content of this section of the auditor’s report will vary depending on
the nature of the auditor’s other reporting responsibilities, if any.]
[Auditor’s signature]
[Auditor’s city and state]
[Date of the auditor’s report]

44

See footnote 8.
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Example A-10
Report on Basic Financial Statements That Includes Multiple
Opinion Modifications, Including an Adverse Opinion Because A
Major Fund Is Omitted45 , 46 , 47
(Paragraph 14.53)
Independent Auditor’s Report
[Appropriate Addressee]
Report on the Financial Statements
[Same paragraph as in example A-1]
Management’s Responsibility for the Financial Statements
[Same paragraph as in example A-1]
Auditor’s Responsibility
[Same paragraphs as in example A-1]
Summary of Opinions48
Opinion Unit
Governmental Activities
Business-Type Activities
Aggregate Discretely Presented Component Units

Type of Opinion
Qualified
Qualified
Unmodified

Governmental Fund X

Qualified

Governmental Fund Y

Qualified

Governmental Fund Z

Unmodified

Enterprise Fund A

Adverse

Enterprise Fund B

Unmodified

Aggregate Remaining Fund Information

Unmodified

45

See footnote 2.
As discussed in paragraph 14.53, the auditor should issue an adverse opinion on a major
fund opinion unit when a major governmental or enterprise fund is omitted from the financial
statements. (That paragraph also discusses how the auditor should modify the opinion on the
remaining fund information opinion unit if the major fund is included in the financial
statements but not as a major fund.) However, depending on the nature and magnitude of the
other GAAP departures illustrated in this report, it is possible that the auditor might issue an
adverse opinion on one or more of the opinion units affected by the omitted or misclassified
major fund, or on the financial statements as a whole. This example assumes that the auditor
has concluded that qualified opinions on the opinion units affected by the omitted or misclassified major fund are appropriate. Another auditor could make a different professional judgment. (See similar situations handled differently in examples A-5 and A-7.)
47
This example illustrates providing the various basis for modifications in a separate
paragraph followed immediately by a paragraph with the related opinion(s). There is nothing
to preclude an auditor from first discussing all modifications in separate paragraphs and then
following those paragraphs with the various opinion paragraphs. However, in light of the
multiple opinions being provided in this example, the approach provided here may be easier for
a user to understand.
48
See footnote 19.
46
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Basis for Adverse Opinion on Enterprise Fund A and Qualified Opinion
on Business-Type Activities49
Management has not included Enterprise Fund A50 in the City’s financial
statements. Accounting principles generally accepted in the United States of
America require Enterprise Fund A to be presented as a major enterprise fund
and financial information about Enterprise Fund A to be part of the businesstype activities, thus increasing that activity’s assets, liabilities, revenues, and
expenses, and changing its net position. The amount by which this departure
would affect the assets, fund balances, liabilities, net position, revenues, and
expenses of the business-type activities and the omitted major fund has not
been determined.
Adverse Opinion
In our opinion, because of the significance of the matter discussed in the “Basis
for Adverse Opinion on Enterprise Fund A and Qualified Opinion on BusinessType Activities” paragraph, the financial statements referred to above do not
present fairly the financial position of Enterprise Fund A of the City of
Example, Any State, as of June 30, 20X1, or the changes in financial position
or cash flows thereof for the year then ended in accordance with accounting
principles generally accepted in the United States of America.
Qualified Opinion
In our opinion, except for the matter described in the “Basis for Adverse Opinion
on Enterprise Fund A and Qualified Opinion on Business-Type Activities”
paragraph, the financial statements referred to above present fairly, in all
material respects, the financial position of the business-type activities of the
City of Example, Any State, as of June 30, 20X1, and the changes in financial
position thereof for the year then ended in accordance with accounting principles generally accepted in the United States of America.
Basis for Qualified Opinions on Governmental Activities and Governmental Funds X and Y51
As discussed in Note X to the financial statements, management has not
recorded a liability for compensated absences in governmental activities and,
accordingly, has not recorded an expense for the current period change in that
liability. Accounting principles generally accepted in the United States of
America require that compensated absences attributable to employee services
already rendered and that are not contingent on a specific event that is outside
the control of the employer and employee be accrued as liabilities and expenses
as employees earn the rights to the benefits, which would increase the liabilities, reduce the net position, and change the expenses of the governmental
activities. The amount by which this departure would affect the liabilities, net
position, and expenses of the governmental activities has not been determined.
In addition, management has not adopted a methodology for reviewing the
collectibility of taxes receivable in the [identify the affected major governmental
funds, such as Major Governmental Funds X and Y] and in governmental
activities and, accordingly, has not considered the need to provide an allowance
for uncollectible amounts. Accounting principles generally accepted in the
United States of America require that an adequate allowance be provided for
49

See footnote 24.
This example presumes that the omitted major fund is part of the primary government’s
legal entity. If, instead, the omitted major fund is a blended component unit and the only
component unit, the auditor could instead issue a report on the primary government, as
discussed in paragraphs 14.54–.57 and illustrated in examples A-11 and A-12.
51
See footnote 24.
50
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uncollectible receivables, which would decrease the assets, fund balances, and
net position, and change the revenues in the [identify the affected funds] and
in governmental activities. The amount by which this departure would affect
the assets, fund balances, net position, and revenues of the [identify the affected
funds] and governmental activities has not been determined.
Qualified Opinions
In our opinion, except for the matters described in the “Basis for Qualified
Opinions on Governmental Activities and Governmental Funds X and Y”
paragraphs above, the financial statements referred to above present fairly, in
all material respects, the respective financial position of the governmental
activities and the [identify the affected major governmental funds] of the City
of Example, Any State, as of June 30, 20X1, and the respective changes in
financial position thereof for the year then ended in accordance with accounting
principles generally accepted in the United States of America.
Unmodified Opinions
In our opinion, the financial statements referred to above present fairly, in all
material respects, the respective financial position of the aggregate discretely
presented component units, [identify the major funds not affected by the
previously described adverse and qualified opinions], and the aggregate remaining fund information of the City of Example, Any State, as of June 30,
20X1, and the respective changes in financial position and, where applicable,
cash flows thereof for the year then ended in accordance with accounting
principles generally accepted in the United States of America.
Report on Other Legal and Regulatory Requirements52
[Form and content of this section of the auditor’s report will vary depending on
the nature of the auditor’s other reporting responsibilities, if any.]
[Auditor’s signature]
[Auditor’s city and state]
[Date of the auditor’s report]

52

See footnote 8.
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Example A-11
Unmodified Opinions on the Basic Financial Statements of a
Primary Government That Omits the Financial Data of Each
Component Unit and That Issues Audited Financial Statements for
the Reporting Entity53 , 54
(Paragraphs 14.54–.55)
Independent Auditor’s Report
[Appropriate Addressee]
Report on the Financial Statements
We have audited the accompanying financial statements of the governmental
activities, the business-type activities, each major fund, and the aggregate
remaining fund information of the City of Example, Any State, as of and for the
year ended June 30, 20X1, and the related notes to the financial statements,
which collectively comprise the basic financial statements of the City’s primary
government as listed in the table of contents.
Management’s Responsibility for the Financial Statements
[Same paragraph as in example A-1]
Auditor’s Responsibility
[Same paragraphs as in example A-1]
Opinions
In our opinion, the financial statements referred to above present fairly, in all
material respects, the respective financial position of the governmental activities, the business-type activities, each major fund, and the aggregate remaining
fund information of the primary government of the City of Example, Any State,
as of June 30, 20X1, and the respective changes in financial position and, where
applicable, cash flows thereof for the year then ended in accordance with
accounting principles generally accepted in the United States of America.
Emphasis of Matter55
As discussed in Note X, the financial statements referred to above include only
the primary government of the City of Example, Any State, which consists of
all funds, organizations, institutions, agencies, departments, and offices that
comprise the City’s legal entity. These primary government financial statements do not include financial data for the City’s legally separate component
units, which accounting principles generally accepted in the United States of
America require to be reported with the financial data of the City’s primary
government. As a result, the primary government financial statements do not
purport to, and do not, present fairly the financial position of the reporting
entity of the City of Example, Any State, as of June 30, 20X1, the changes in
its financial position, or, where applicable, its cash flows thereof for the year
then ended in accordance with accounting principles generally accepted in the
53

See footnote 2.
This report should only be used when the entity also has issued audited financial
statements for the reporting entity. The report in example A-12 should be used if the entity has
not also issued audited financial statements for the reporting entity.
55
If the government also has issued audited financial statements for the reporting entity,
the auditor’s report on separate primary government basic financial statements should contain
the required elements listed in paragraph 14.55. Without those elements, such separate basic
financial statements for the primary government could be misinterpreted to be the complete
basic financial statements of the financial reporting entity. An emphasis-of-matter paragraph
should be used to communicate these elements.
54
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United States of America. Our opinion is not modified with respect to this
matter.
We have audited, in accordance with auditing standards generally accepted in
the United States of America, the financial statements of the reporting entity
of the City of Example, Any State, as of and for the year ended June 30, 20X1,
and our report thereon, dated [date of report], expressed an unmodified opinion
on those financial statements.
Report on Other Legal and Regulatory Requirements56
[Form and content of this section of the auditor’s report will vary depending on
the nature of the auditor’s other reporting responsibilities, if any.]
[Auditor’s signature]
[Auditor’s city and state]
[Date of the auditor’s report]

56

See footnote 8.
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Example A-12
Report on the Basic Financial Statements of a Primary Government
That Omits the Financial Data of Each Component Unit and That
Does Not Issue Audited Financial Statements for the Reporting
Entity57, 58, 59
(Paragraphs 14.54 and 14.56)
Independent Auditor’s Report
[Appropriate Addressee]
Report on the Financial Statements
We have audited the accompanying financial statements of the governmental
activities, the business-type activities, each major fund, and the aggregate
remaining fund information of the City of Example, Any State, as of and for the
year ended June 30, 20X1, and the related notes to the financial statements,
which collectively comprise the basic financial statements of the City’s primary
government as listed in the table of contents.
Management’s Responsibility for the Financial Statements
[Same paragraph as in example A-1]
Auditor’s Responsibility
[Same paragraphs as in example A-1]
Summary of Opinions60
Opinion Unit

Type of Opinion

Governmental Activities

Unmodified

Business-Type Activities

Unmodified

Aggregate Discretely Presented Component Units

Adverse

Governmental Fund Y

Unmodified

Governmental Fund Z

Unmodified

57

See footnote 2.
This report should only be used when the entity has not also issued audited financial
statements for the reporting entity. The report in example A-11 should be used if the entity has
issued audited financial statements for the reporting entity.
59
This example assumes that the some of the omitted component units would have been
discretely presented and that others would have been blended. (See also footnote 62.) It also
assumes that the blended component units would have been presented as nonmajor governmental funds and as part of the governmental activities. As discussed in paragraph 14.42, the
auditor should issue an adverse opinion on the omitted discretely presented component units
opinion unit. (See also footnote 18 in paragraph 14.56.) Depending on the nature and magnitude
of the facts and circumstances leading to an adverse opinion on one or more opinion units, it
is possible that the auditor would conclude that it is appropriate to issue an adverse opinion
on the financial statements as a whole. (See paragraphs 14.10 and 14.35.) This example
assumes that the auditor has concluded that the omitted blended component units warrant a
qualified opinion on the aggregate remaining fund information opinion unit but are not
material to the governmental activities opinion unit. This example also assumes that the
auditor has concluded that the omitted component units do not warrant an adverse opinion on
the financial statements as a whole. Another auditor could make different professional
judgments and express a modified opinion on the governmental activities opinion unit, an
adverse opinion on the aggregate remaining fund information opinion unit, or an adverse
opinion on the financial statements as a whole (using the type of report illustrated in example
A-8).
60
See footnote 19.
58
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Opinion Unit

Type of Opinion

Enterprise Fund A

Unmodified

Enterprise Fund B

Unmodified

Aggregate Remaining Fund Information

Qualified

Basis for Adverse Opinion on the Aggregate Discretely Presented Component Units and Qualified Opinion on the Aggregate Remaining Fund
Information61
The financial statements do not include financial data for the City’s legally
separate component units. Accounting principles generally accepted in the
United States of America require the financial data for those component units
to be reported with the financial data of the City’s primary government unless
the City also issues financial statements for the financial reporting entity that
include the financial data for its component units. The City has not issued such
reporting entity financial statements. Because of this departure from accounting principles generally accepted in the United States of America, the assets,
liabilities, net position, revenues, and expenses of the aggregate discretely
presented component units would have been presented as [indicate the amounts].
In addition, the assets, liabilities, fund balances, revenues, and expenditures of
the aggregate remaining fund information would have increased by [indicate
the amounts].62, 63
Adverse Opinion
In our opinion, because of the significance of the matter discussed in the “Basis
for Adverse Opinion on the Aggregate Discretely Presented Component Units
and Qualified Opinion on the Aggregate Remaining Fund Information” paragraph, the financial statements referred to above do not present fairly, the
financial position of the aggregate discretely presented component units of the
City of Example, Any State, as of June 30, 20X1, or the changes in financial
position thereof for the year then ended in accordance with accounting principles generally accepted in the United States of America.
Qualified Opinion
In our opinion, except for the effects of the matter described in the “Basis for
Adverse Opinion on the Aggregate Discretely Presented Component Units and
Qualified Opinion on the Aggregate Remaining Fund Information” paragraph,
the financial statements referred to above present fairly, in all material
respects, the financial position of the aggregate remaining fund information of
the City of Example, Any State, as of June 30, 20X1, and the respective changes
in financial position and, where applicable, cash flows thereof for the year then
ended in accordance with accounting principles generally accepted in the
United States of America.
61

See footnote 24.
If none of the omitted component units would have been blended, this paragraph would
not refer to the effect on opinion units other than the discretely presented component unit
opinion unit, and (absent other reasons to modify the opinions) the report would not contain
opinion modifications for other than the discretely presented component unit opinion unit.
63
Based on the guidance in paragraphs .17–.22 of AU-C section 705, a basis for modification
paragraph should describe the matter giving rise to the qualified or adverse opinion on the
financial position, changes in financial position, and, where applicable, cash flows for an opinion
unit, and quantification of the financial effects of misstatements, unless impracticable .18 and
.A24 of AU-C section 705 describe when obtaining that information is practicable. If it is not
practicable to quantify the effects, the auditor should so state in the basis for modification
paragraph, as shown in other examples in this appendix.
62
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Unmodified Opinions
In our opinion, the financial statements referred to previously present fairly, in
all material respects, the respective financial position of the governmental
activities, the business-type activities, and each major fund of the City of
Example, Any State, as of June 30, 20X1, and the respective changes in financial
position and, where applicable, cash flows thereof for the year then ended in
accordance with accounting principles generally accepted in the United States
of America.
Report on Other Legal and Regulatory Requirements64
[Form and content of this section of the auditor’s report will vary depending on
the nature of the auditor’s other reporting responsibilities, if any.]
[Auditor’s signature]
[Auditor’s city and state]
[Date of the auditor’s report]

64

See footnote 8.
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Example A-13
Unmodified Opinions on Basic Financial Statements and on
Additional Detail Presented in the Basic Financial Statements65 , 66
(Paragraph 14.61)
Independent Auditor’s Report
[Appropriate Addressee]
Report on the Financial Statements
We have audited the accompanying financial statements of the governmental
activities, the business-type activities, the aggregate discretely presented component units, each major fund, and the aggregate remaining fund information
of the City of Example, Any State, as of and for the year ended June 30, 20X1,
and the related notes to the financial statements, which collectively comprise
the City’s basic financial statements as listed in the table of contents. We also
have audited the aggregate nonmajor governmental funds, the aggregate
nonmajor enterprise funds, the internal service fund type, and each fiduciary
fund type67 of the City of Example, Any State, as of and for the year ended June
30, 20X1, as displayed in the City’s basic financial statements.
Management’s Responsibility for the Financial Statements
[Same paragraph as in example A-1]
Auditor’s Responsibility
[Same paragraphs as in example A-1]
Opinions
In our opinion, the financial statements referred to above present fairly, in all
material respects, the respective financial position of the governmental activities, the business-type activities, the aggregate discretely presented component
units, each major fund, and the aggregate remaining fund information, as well
as the aggregate nonmajor governmental funds, the aggregate nonmajor enterprise funds, the internal service fund type, and each fiduciary fund type of
the City of Example, Any State, as of June 30, 20X1, and the respective changes
in financial position and cash flows, where applicable, thereof for the year then
ended in accordance with accounting principles generally accepted in the
United States of America.
Report on Other Legal and Regulatory Requirements68
[Form and content of this section of the auditor’s report will vary depending on
the nature of the auditor’s other reporting responsibilities, if any.]
[Auditor’s signature]
[Auditor’s city and state]
[Date of the auditor’s report]

65

See footnote 2.
This report should only be used when the financial statements subject to the moredetailed audit scope are presented in the basic financial statements. The report in example A-14
should be used if the financial statements subject to the more-detailed audit scope are
presented as “GASB defined” SI.
67
The introductory and opinion paragraphs should list only the reporting units that are
subject to the more-detailed audit scope.
68
See footnote 8.
66
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Example A-14
Unmodified Opinions on Basic Financial Statements and on
Combining and Individual Fund Financial Statements Presented as
“GASB Defined” Supplementary Information69 , 70
(Paragraphs 14.62 and 14.65)
Independent Auditor’s Report
[Appropriate Addressee]
Report on the Financial Statements
We have audited the accompanying financial statements of the governmental
activities, the business-type activities, the aggregate discretely presented component units, each major fund, and the aggregate remaining fund information
of the City of Example, Any State, as of and for the year ended June 30, 20X1,
and the related notes to the financial statements, which collectively comprise
the City’s basic financial statements as listed in the table of contents. We also
have audited the financial statements of each of the City’s nonmajor governmental, nonmajor enterprise, internal service, and fiduciary funds presented as
supplementary information, as defined by the Government Accounting Standards Board, in the accompanying combining and individual fund financial
statements as of and for the year ended June 30, 20X1, as listed in the table
of contents.71
Management’s Responsibility for the Financial Statements
[Same paragraph as in example A-1]
Auditor’s Responsibility
[Same paragraphs as in example A-1]
Opinions
In our opinion, the financial statements referred to above present fairly, in all
material respects, the respective financial position of the governmental activities, the business-type activities, the aggregate discretely presented component
units, each major fund, and the aggregate remaining fund information of the
City of Example, Any State, as of June 30, 20X1, and the respective changes in
financial position and, where applicable, cash flows thereof for the year then
ended in accordance with accounting principles generally accepted in the
United States of America. In addition, in our opinion, the financial statements
referred to above present fairly, in all material respects, the respective financial
position of each nonmajor governmental, nonmajor enterprise, internal service,
and fiduciary fund of the City of Example, Any State, as of June 30, 20X1, and
the respective changes in financial position and cash flows, where applicable,
thereof for the year then ended in accordance with accounting principles
generally accepted in the United States of America.

69

See footnote 2.
This report should only be used when the financial statements subject to the more
detailed audit scope are presented as “GASB defined” SI. The report in example A-13 should
be used if the financial statements subject to the more detailed audit scope are presented in
the basic financial statements.
71
The introductory and opinion paragraphs should list only the funds subject to the
more-detailed audit scope.
70
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Report on Other Legal and Regulatory Requirements

[Form and content of this section of the auditor’s report will vary depending on
the nature of the auditor’s other reporting responsibilities, if any.]
[Auditor’s signature]
[Auditor’s city and state]
[Date of the auditor’s report]

72

See footnote 8.
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Example A-15
Unmodified Opinion on General Fund Financial Statements73
(Paragraphs 14.87–.90)
Independent Auditor’s Report
[Appropriate Addressee]
Report on the Financial Statements
We have audited the accompanying financial statements of the general fund of
the City of Example, Any State, as of and for the year ended June 30, 20X1, and
the related notes to the financial statements, as listed in the table of contents.
Management’s Responsibility for the Financial Statements
[Same paragraph as in example A-1]
Auditor’s Responsibility
[Same paragraphs as in example A-2]
Opinion
In our opinion, the financial statements referred to above present fairly, in all
material respects, the financial position of the general fund of the City of
Example, Any State, as of June 30, 20X1, and the changes in financial position
thereof for the year then ended in accordance with accounting principles
generally accepted in the United States of America.74, 75
Emphasis of Matter
As discussed in Note X, the financial statements present only the general fund
and do not purport to, and do not, present fairly the financial position of the City
of Example, Any State, as of June 30, 20X1, the changes in its financial position,
or, where applicable, its cash flows for the year then ended in accordance with
accounting principles generally accepted in the United States of America. Our
opinion is not modified with respect to this matter.
Report on Other Legal and Regulatory Requirements76
[Form and content of this section of the auditor’s report will vary depending on
the nature of the auditor’s other reporting responsibilities, if any.]
[Auditor’s signature]
[Auditor’s city and state]
[Date of the auditor’s report]

73

See footnote 2.
If the fund being reported on is a proprietary fund, the opinion paragraph also should
refer to cash flows.
75
If the general fund or a major special revenue fund presents budgetary comparison
information as a basic financial statement instead of as RSI, the opinion paragraph should be
modified to refer to the budgetary comparison in the manner shown in footnote 4. In addition,
the emphasis-of-matter paragraph would be replaced with the following: “As discussed in Note
X, the financial statements present only the general fund and do not purport to, and do not,
present fairly the financial position of the City of Example, Any State, as of June 30, 20X1, and
changes in its financial position and budgetary comparisons for the year then ended in
accordance with accounting principles generally accepted in the United States of America.”
76
See footnote 8.
74
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Example A-16
Unmodified Opinions on Departmental Financial Statements77
(Paragraph 14.91)
Independent Auditor’s Report
[Appropriate Addressee]
Report on the Financial Statements
We have audited the accompanying financial statements of the governmental
activities, the business-type activities, each major fund, and the aggregate
remaining fund information of the Department of Example, Any State, as of and
for the year ended June 30, 20X1, and the related notes to the financial
statements, as listed in the tables of contents.
Management’s Responsibility for the Financial Statements
[Same paragraph as in example A-1]
Auditor’s Responsibility
[Same paragraphs as in example A-1]
Opinions
In our opinion, the financial statements referred to above present fairly, in all
material respects, the respective financial position of the governmental activities, the business-type activities, each major fund, and the aggregate remaining
fund information for the Department of Example, Any State, as of June 30,
20X1, and the respective changes in financial position and, where applicable,
cash flows thereof for the year then ended in accordance with accounting
principles generally accepted in the United States of America.78
Emphasis of Matter
As discussed in Note X, the financial statements of the Department of Example,
Any State, are intended to present the financial position, the changes in
financial position and, where applicable, cash flows of only that portion of the
governmental activities, the business-type activities, each major fund, and the
aggregate remaining fund information of the State that is attributable to the
transactions of the Department. They do not purport to, and do not, present
fairly the financial position of Any State as of June 30, 20X1, the changes in its
financial position, or, where applicable, its cash flows for the year then ended
in conformity with accounting principles generally accepted in the United
States of America. Our opinion is not modified with respect to this matter.
Report on Other Legal and Regulatory Requirements79
[Form and content of this section of the auditor’s report will vary depending on
the nature of the auditor’s other reporting responsibilities, if any.]
[Auditor’s signature]
[Auditor’s city and state]
[Date of the auditor’s report]

77

See footnote 2.
If a department presents budgetary comparison information as basic financial statements instead of as RSI. Examples A-1 and A-5 provide modification that would be needed to
this report.
79
See footnote 8.
78
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Example A-17
Report on Separately Issued Summary Financial Information
Prepared in Accordance With the Guidance in Paragraph 14.8080
(Paragraphs 14.93–.102)
Independent Auditor’s Report on Summary Financial Statements
[Appropriate Addressee]
The accompanying summary financial statements of the City of Example, Any
State, as of and for the year ended June 30, 20X1, and the related notes, as listed
in the table of contents, are derived from the audited financial statements of
governmental activities, the business-type activities, the aggregate discretely
presented component units, each major fund, and the aggregate remaining fund
information of the City of Example, Any State, as of and for the year ended June
30, 20X1, and the related notes, which collectively comprise the City’s basic
financial statements. We expressed an unmodified audit opinion on those
audited financial statements in our reported dated [date of the auditor’s report
on the financial statements]. The audited financial statements, and the summary financial statements derived therefrom, do not reflect the effects of
events, if any, that occurred subsequent to the date of our report on the audited
financial statements.81
The summary financial statements do not contain all the disclosures required
by accounting principles generally accepted in the United States of America.
Reading the summary financial statements, therefore, is not a substitute for
reading the audited financial statements of the City of Example, Any State.
Management’s Responsibility for the Summary Financial Statements
Management is responsible for the preparation of the summary financial
statements on the basis described in Note X.
Auditor’s Responsibility
Our responsibility is to express an opinion about whether the summary
financial statements are consistent, in all material respects, with the audited
financial statements based on our procedures, which were conducted in accordance with auditing standards generally accepted in the United States of
America. The procedures consisted principally of comparing the summary
financial statements with the related information in the audited financial
statements from which the summary financial statements have been derived,
and evaluating whether the summary financial statements are prepared in
accordance with the basis described in Note X. We did not perform any audit
procedures regarding the audited financial statements after the date of our
report on those financial statements.
Opinion
In our opinion, the summary financial statements of City of Example, Any State
as of and for the year ended June 30, 20X1 referred to above are consistent, in
all material respects, with the audited financial statements from which they
have been derived, on the basis described in Note X.

80

See footnote 2.
As indicated in paragraph 14.98, the report should describe any modification of the
standard report on the basic financial statements.
81
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[Auditor’s signature]
[Auditor’s city and state]
[Date of the auditor’s report]
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Chapter 15

Financial Statements Prepared in
Accordance With a Special Purpose
Framework
Accounting and Financial Reporting Considerations
15.01 Many governments, especially smaller governments, prepare financial statements in accordance with a special purpose framework other than
generally accepted accounting principles (GAAP).1 Such financial statements
are referred to as special purpose financial statements. Paragraph .07 of AU-C
section 800, Special Considerations—Audits of Financial Statements Prepared
in Accordance With Special Purpose Frameworks (AICPA, Professional Standards), identifies these special purpose frameworks as the cash basis, tax basis,
regulatory basis, contractual basis, or an other basis of accounting. With the
exception of the contractual basis, these other non-GAAP bases of accounting
are often referred to as other comprehensive bases of accounting (OCBOA). The
special purpose frameworks that could be applicable to financial statements of
state and local governments include the following:
a. The cash basis. A basis of accounting that the entity uses to record
cash receipts and disbursements (commonly referred to as pure cash
basis), and modifications of the cash basis having substantial support, such as recording depreciation on capital assets (referred to as
modified cash basis).
b. The regulatory basis. A basis of accounting that the reporting entity
uses to comply with the requirements or financial reporting provisions of a regulatory agency to whose jurisdiction the entity is
subject.
c. The contractual basis. A basis of accounting that the entity uses to
comply with an agreement between the entity and one or more third
parties other than the auditor.
d. An other basis. A basis of accounting that utilizes a definite set of
logical, reasonable criteria that is applied to all material items
appearing in financial statements.
15.02 Paragraph .14 of AU-C section 800 states that when forming an
opinion and reporting on special purpose financial statements, the auditor
should apply the requirements in AU-C section 700, Forming an Opinion and
Reporting on Financial Statements (AICPA, Professional Standards), and, if
applicable, AU-C section 705, Modifications to the Opinion in the Independent
Auditor’s Report (AICPA, Professional Standards). Paragraph .15 of AU-C
section 800 further states that the auditor should evaluate whether the special
purpose financial statements are suitably titled, include a summary of significant accounting policies, and adequately describe how the special purpose
1
Preparers and auditors could consider reviewing the AICPA’s Practice Aid Applying
OCBOA in State and Local Governmental Financial Statements, which is available for purchase
at www.cpa2biz.com. Although nonauthoritative, this publicationt has been reviewed by subjectmatter experts and represents best practice guidance.
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framework differs from GAAP, although the differences from GAAP need not be
quantified. In addition, paragraphs .17 and appendix B, “Fair Presentation and
Adequate Disclosures,” of AU-C section 800 state that when special purpose
financial statements contain items that are the same as or similar to those in
financial statements prepared in accordance with GAAP, the auditor should
evaluate whether the special purpose financial statements include informative
disclosures similar to those required by GAAP to the extent they are relevant
to the measurement of the item under the applicable special purpose framework. Also, the auditor should evaluate whether additional disclosures, beyond
those specifically required by the special purpose framework, related to matters
that are not specifically identified on the face of the financial statements or
other disclosures, are necessary for the special purpose financial statements to
achieve fair presentation. Paragraph .A34 of AU-C section 800 provides that if
GAAP set forth requirements that apply to the presentation of financial
statements, then special purpose financial statements may either comply with
those requirements or provide information that communicates the substance of
those requirements. This paragraph also states that the substance of the
applicable GAAP presentation requirements may be communicated using
qualitative information and without modifying the special purpose financial
statement format. Generally, that guidance does not permit special purpose
financial statements to omit required basic financial statements or to substitute substantially similar information for a basic financial statement that is
required by GAAP.2 Instead, it permits the substitution of substantially similar
information for required display within those financial statements.
15.03 For example, GAAP generally require that basic financial statements present government-wide financial statements, columnar presentations
based on major funds, and separate identification of special and extraordinary
items. To the extent applicable,3 special purpose financial statements should
include similar government-wide financial statements and columnar presentations of major funds. (In governmental financial statements, major funds are
considered separate reporting units equivalent to a required basic financial
statement rather than a required display element within the basic financial
statements.) However, required line item presentations of special and extraordinary items, for example, could be disclosed in a note to the financial statements rather than on the face of the financial statements. If required basic
financial statements applicable to the special purpose framework are not
presented, or material information that would be provided by required display
elements is not communicated, the auditor should follow the requirements of
AU-C section 705 and modify the opinion(s) on the financial statements.
Whether the modifications would be qualified, adverse, or disclaimers of
opinions depend on the materiality of the omitted financial statement or
information to the affected opinion units.
2
See, however, paragraph .A34 of AU-C section 800, Special Considerations—Audits of
Financial Statements Prepared in Accordance With Special Purpose Frameworks (AICPA,
Professional Standards), which explains that special purpose financial statements that include
a presentation consisting entirely or mainly of cash receipts and disbursements in a format
similar to a statement of cash flows need not conform with the requirements for a statement
of cash flows that would be included in a presentation in conformity with generally accepted
accounting principles.
3
As discussed in chapter 12, “Special-Purpose and State Governments,” Governmental
Accounting Standards Board Statement No. 34, Basic Financial Statements—and Management’s Discussion and Analysis—for State and Local Governments, as amended, provides that
special-purpose governments engaged only in business-type activities should present the
financial statements required for enterprise funds and that special-purpose governments
engaged only in fiduciary activities should present the financial statements required for
fiduciary funds. Those special-purpose governments are not required to present governmentwide financial statements.
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15.04 Paragraph .08 of AU-C section 800 states that the requirements of
the applicable financial reporting framework determine the form and content
of the financial statements and what constitutes a complete set of financial
statements. The previous paragraph discusses the provisions of AU-C section
800 regarding the presentation requirements for the display of a complete set
of special purpose financial statements. Those provisions do not apply to special
purpose financial statements for which contractual agreements or regulatory
requirements direct presentation of less than a complete set of financial
statements. Consequently, AU-C section 800 does not require those financial
statements to include all of the basic financial statements required by GAAP.
For example, a regulatory provision may require the reporting of a schedule of
cash receipts and disbursements by fund only. That regulatory basis presentation is not intended to present financial position and is not deficient because
it lacks a schedule of cash, nor is the presentation deficient because it lacks
other basic financial statements that would be required by GAAP.
15.05 Paragraph .17 of AU-C section 800 states that when special purpose
financial statements contain items that are the same as or similar to those in
financial statements prepared in accordance with GAAP, the auditor should
evaluate whether the special purpose financial statements include informative
disclosures similar to those required by GAAP. Appendix B of AU-C section 800
provides further guidance to indicate that these GAAP similar informative note
disclosures are applicable to the extent they are relevant to the measurement
of the item under the applicable special purpose framework and may be made
by providing information that communicates the substance of those disclosures,
possibly by substituting qualitative information for quantitative information.
For example, because pure cash basis and modified cash basis financial statements would report pension cost based on amounts actually paid into the plan
rather than on an actuarially-determined basis, and would therefore present no
net pension obligation or asset on the face of the financial statements, the
GAAP required disclosures related to actuarial calculations for determining
defined benefit plan obligations and contributions would not be relevant to the
cash basis or modified cash basis financial statements, and therefore need not
be included. However, the GAAP required pension disclosures related to description of the plan, types of benefits provided, funding policy, contribution
requirements and rates, and actual cash contributions made, would be applicable to the cash basis or modified cash basis financial statements. As another
illustration, the notes to the financial statements may disclose the repayment
terms of significant long-term borrowings if that sufficiently communicates
information about future principal reduction without providing the summary
of principal reduction during each of the next five years and in five-year
increments thereafter that would be required for a GAAP presentation.
15.06 Special purpose financial statements may be accompanied by information that a designated accounting standard setter requires to accompany
an entity’s basic financial statements in a GAAP presentation (that is, Governmental Accounting Standards Board required supplementary information
such as management’s discussion and analysis and budgetary comparison
information). For the purposes of special purpose financial statements, such
information, if included, should be considered (a) other information4 or (b)
supplementary information if the required conditions in AU-C section 725,
Supplementary Information in Relation to the Financial Statements as a Whole
(AICPA, Professional Standards), have been met, and the auditor has been
4
The auditor’s responsibility for this other information is addressed in AU-C section 720,
Other Information in Documents Containing the Audited Financial Statements (AICPA, Professional Standards).
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engaged to provide an “in relation to” opinion. Auditor reporting on financial
statements that contain other information or supplementary information is
further discussed in chapters 4, “General Auditing Considerations,” and 14,
“Audit Reporting,” of this guide. In addition, footnote 1 to example A-1 in
appendix A, “Illustrative Auditor’s Reports,” of this chapter illustrates example
wording for an other-matter paragraph to report on other information and
supplementary information accompanying a set of modified cash basis basic
financial statements.

Auditing Considerations
15.07 AU-C section 210, Terms of Engagement (AICPA, Professional Standards), requires the auditor to determine the acceptability of the financial
reporting framework applied in the preparation of the financial statements and
establishes certain preconditions for the audit. In addition to these requirements, in an audit of special purpose financial statements, paragraphs .10–.11
of AU-C section 800 further state that the auditor should obtain an understanding of (a) the purpose for which the financial statements are prepared, (b)
the intended users, and (c) the steps taken by management to determine that
the applicable special purpose financial reporting framework is acceptable in
the circumstances.
15.08 Paragraph .11 of AU-C section 800 describes the precondition that
requires the auditor to obtain an agreement with management that it acknowledges and understands its responsibilities to include all informative disclosures
appropriate for the special purpose framework applied, including
a. a description of the special purpose framework, including a summary
of significant accounting policies, and how the special purpose framework differs from GAAP (quantification of the effects is not required),
b. informative disclosures similar to those required by GAAP, in the
case of special purpose financial statements that contain items that
are the same as, or similar to, those in financial statements prepared
in accordance with GAAP,
c. in the case of special purpose financial statements prepared in
accordance with a contractual basis of accounting, a description of
any significant interpretations of the contract on which the special
purpose financial statements are based, and
d. any additional disclosures beyond those specifically required by the
framework that may be necessary for the special purpose financial
statements to achieve fair presentation.
15.09 AU-C section 200, Overall Objectives of the Independent Auditor and
the Conduct of an Audit in Accordance With Generally Accepted Auditing
Standards (AICPA, Professional Standards), requires the auditor to comply
with all AU-C sections relevant to the audit. In planning and performing an
audit of special purpose financial statements, the auditor should adapt and
apply all AU-C sections relevant to the audit as considered necessary in the
circumstances. For example, when considering the application of the requirements of AU-C section 320, Materiality in Planning and Performing an Audit
(AICPA, Professional Standards), in an audit of special purpose financial
statements, auditor judgments regarding materiality may need to be adapted
to the specific circumstances of the engagement and the needs of the intended
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users of the special purpose financial statements, as further discussed in
paragraphs 15.11–.12 of this guide.
15.10 AU-C section 315, Understanding the Entity and Its Environment
and Assessing the Risks of Material Misstatement (AICPA, Professional Standards), requires the auditor to obtain an understanding of the entity’s selection
and application of accounting principles. When auditing special purpose financial statements prepared in accordance with a contractual basis of accounting,
the auditor should obtain an understanding of any significant interpretations
of the contract (that is, when management’s interpretation of a contract
provision results in information presented in the financial statements that is
materially different information that would have been presented by using
another reasonable interpretation) that entity management made in the preparation of the financial statements.
15.11 As discussed in chapter 4, “General Auditing Considerations,” chapter 13, “Concluding the Audit,” and chapter 14, “Audit Reporting,” auditors
should plan, perform, evaluate the results of, and report on audits of a
government’s GAAP-basis basic financial statements based on opinion units.
The auditor also should apply those requirements concerning opinion units to
audits of special purpose financial statements to the extent the opinion unit
concept is applicable to the special purpose framework presentation. For
example, special purpose financial statements (other than those directed by
contractual agreements or regulatory requirements as discussed in paragraph
15.13) should conform, in substance, to the presentation requirements of
financial statements prepared in accordance with GAAP. Therefore, the opinion
unit concept applicable to GAAP financial statements also is applicable to those
special purpose financial statements. Generally, when applying the opinion unit
concept to audits of special purpose financial statements, the auditor should
plan, perform, evaluate the results of, and report on the audit based on required
presentations that represent (as applicable) the governmental activities; the
business-type activities; the aggregate discretely presented component units;
each major governmental and enterprise fund; and the aggregate remaining
fund information (nonmajor governmental and enterprise funds, the internal
service fund type, and the fiduciary fund types).
15.12 For special purpose financial statements where contractual agreements or regulatory requirements direct the presentation, as discussed in
paragraph 15.03 of this guide, the opinion unit concept may not be applicable.
For example, the contractual party or regulator may require that the auditor
determine materiality and express an opinion on the financial statements a
whole. In such cases the auditor should look to guidance from the regulatory
agency or contract for determining materiality and the opinion units on which
to report. If no guidance is provided, the auditor should use professional
judgment in applying the opinion unit concept. In that situation, the auditor
may consider disaggregations (such as columnar disaggregations) of the presentation (and perhaps certain aggregations of those presentations that represent remaining fund information) to be separate opinion units.

Auditor’s Reports
15.13 AU-C section 700 addresses the form and content of the auditor’s
report on the financial statements. In addition to these reporting requirements,
paragraphs .18–.20 of AU-C section 800 state that auditor’s reports on special
purpose financial statements should also include
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a. within the explanation of management’s responsibility, reference to
management’s responsibility for determining that the applicable
financial reporting framework (that is, the special purpose framework applied) is acceptable in the circumstances, when management
has a choice of financial reporting frameworks in the preparation of
the financial statements,
b. a description of the purpose for which the financial statements are
prepared or reference to a note in the financial statements that
contains that information, when the financial statements are prepared in accordance with a regulatory or contractual basis of accounting,
c. except in cases where the financial statements are prepared in
accordance with a regulatory basis and are intended for general use
(paragraph 15.15 of this guide), an emphasis-of-matter paragraph
under an appropriate heading that indicates that the financial statements are prepared in accordance with the applicable special purpose
framework, refers to the note to the financial statements that describe that framework, and states that the special purpose framework is a basis of accounting other than GAAP, and
d. in cases when the financial statements are prepared in accordance
with a regulatory or contractual basis of accounting and the financial
statements and auditor’s report are intended solely those within the
entity, the regulatory agencies to whose jurisdiction the entity is
subject, or the parties to the contract or agreement, an other-matter
paragraph under an appropriate heading that restricts the use of the
auditor’s report to those specified intended users in accordance with
paragraph .20 of AU-C section 800 (see paragraph 15.15 for regulatory basis financial statements intended for general use).5
An example of an unmodified opinion on modified cash basis financial statements is shown in example A-1 in appendix A of this chapter.
15.14 In the case of special purpose financial statements prepared in
accordance with the cash or modified cash basis of accounting, a restricted use
other-matter paragraph is not required. However, the auditor may consider it
necessary in the circumstances to restrict the use of the auditor’s report and is
not precluded from including an other-matter paragraph restricting its use.
15.15 Paragraph .21 of AU-C section 800 states that if regulatory basis
financial statements and accompanying auditor’s report are intended for general use, the auditor should not include the emphasis-of-matter or other-matter
paragraphs discussed in paragraph 15.13c and paragraph 15.13d. Instead, the
auditor should first express a modified opinion about whether the financial
statements are presented fairly, in all material respects, in accordance with
GAAP, and then in a separate paragraph, express an opinion regarding whether
the financial statements are prepared in accordance with the applicable regulatory basis framework. The regulatory basis financial statements and auditor’s
report are considered intended for general use when they are intended for use
by parties other than those within the entity and the regulatory agencies to
whose jurisdiction the entity is subject or when the financial statements and
auditor’s report are distributed by the entity to parties other than the regulatory agencies, either voluntarily or upon specific request. An example of such
5
Such a paragraph is appropriate even though by law or regulation the auditor’s report may
be a matter of public record.
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a report is shown in example A-2 in appendix A of this chapter. Appendix B,
“Overview of Reporting Requirements for Special Purpose Financial Statements,” of this chapter provides an overview of auditor reporting requirements
applicable to financial statements prepared in accordance with special purpose
frameworks, including the differences in reporting on regulatory basis financial
statements that are restricted as to use and those intended for general use.
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15.16

Appendix A — Illustrative Auditor’s Reports
This appendix illustrates auditor’s reports in specific situations discussed in
this chapter. Auditors should modify the illustrative report as needed in
different situations. Appendix A, “Illustrative Auditor’s Reports,” to chapter 14
describes conditions that may make modifications necessary. The illustrative
reports in this appendix are:
Example A-1 — Unmodified Opinions on Basis Financial Statements Prepared
in Accordance With the Modified Cash Basis of Accounting
Example A-2 — Financial Statements Prepared in Accordance With a Regulatory Basis of Accounting (the Financial Statements Together With the Auditor’s Report Are Intended for General Use)
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Example A-1
Unmodified Opinions on Basic Financial Statements Prepared in
Accordance With the Modified Cash Basis of Accounting
Independent Auditor’s Report
[Appropriate Addressee]
Report on the Financial Statements
We have audited the accompanying modified cash-basis financial statements of
the governmental activities, the business-type activities, the aggregate discretely presented component units, each major fund, and aggregate remaining
fund information of the City of Example, Any State, as of and for the year ended
June 30, 20XX, and the related notes to the financial statements, which
collectively comprise the City’s basic financial statements as listed in the table
of contents.
Management’s Responsibility for the Financial Statements
Management is responsible for the preparation and fair presentation of these
financial statements in accordance with the modified cash basis of accounting
described in Note X; this includes determining that the modified cash basis of
accounting is an acceptable basis for the preparation of the financial statements
in the circumstances. Management is also responsible for the design, implementation, and maintenance of internal control relevant to the preparation and
fair presentation of financial statements that are free from material misstatement, whether due to fraud or error.
Auditor’s Responsibility
Our responsibility is to express opinions on these financial statements based on
our audit. We conducted our audit in accordance with auditing standards
generally accepted in the United States of America. Those standards require
that we plan and perform the audit to obtain reasonable assurance about
whether the financial statements are free from material misstatement.
An audit involves performing procedures to obtain audit evidence about the
amounts and disclosures in the financial statements. The procedures selected
depend on the auditor’s judgment, including the assessment of the risks of
material misstatement of the financial statements, whether due to fraud or
error. In making those risk assessments, the auditor considers internal control
relevant to the entity’s preparation and fair presentation of the financial
statements in order to design audit procedures that are appropriate in the
circumstances, but not for the purpose of expressing an opinion on the effectiveness of the entity’s internal control. Accordingly, we express no such opinion.
An audit also includes evaluating the appropriateness of accounting policies
used and the reasonableness of significant accounting estimates made by
management, as well as evaluating the overall presentation of the financial
statements.
We believe that the audit evidence we have obtained is sufficient and appropriate to provide a basis for our audit opinions.
Opinions
In our opinion, the financial statements referred to above present fairly, in all
material respects, the respective modified cash-basis financial position of the
governmental activities, the business-type activities, the aggregate discretely
presented component units, each major fund, and the aggregate remaining fund
information of the City of Example, Any State, as of June 30, 20XX, the
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respective changes in modified cash-basis financial position; and, where applicable, cash flows1 thereof for the year then ended in accordance with the
modified cash basis of accounting described in Note X.
Basis of Accounting
We draw attention to Note X of the financial statements, which describes the
basis of accounting. The financial statements are prepared on the modified cash
basis of accounting, which is a basis of accounting other than accounting
principles generally accepted in the United States of America. Our opinions are
not modified with respect to this matter.
Report on Other Legal and Regulatory Requirements2
[Form and content of this section of the auditor’s report will vary depending on
the nature of the auditor’s other reporting responsibilities, if any.]
[Auditor’s signature]
[Auditor’s city and state]
[Date of auditor’s report]

1
Reference to cash flows would not be needed if the entity, under generally accepted
accounting principles, is not required to present a statement of cash flows.
2
In some circumstances, the auditor may have additional responsibilities to report on other
matters that are supplementary to the auditor’s responsibility under generally accepted
auditing standards. When there are such other reporting responsibilities, they should be
addressed in a separate section in the auditor’s report. The form and content of the “Other
Reporting Responsibilities” section of the auditor’s report are described in paragraph .37 of
AU-C section 700, Forming an Opinion and Reporting on Financial Statements (AICPA,
Professional Standards). One common example of such additional reporting responsibilities is
when the audit is conducted in accordance with Government Auditing Standards. See the
AICPA Audit Guide Government Auditing Standards and Circular A-133 Audits for further
discussion of this and other modifications that would be made when the audit is performed
under Government Auditing Standards.
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Example A-2
Financial Statements Prepared in Accordance With a Regulatory
Basis of Accounting (the Financial Statements Together With the
Auditor’s Report Are Intended for General Use)3
Independent Auditor’s Report
[Appropriate Addressee]
Report on the Financial Statements
We have audited the accompanying financial statements of the City of Example,
Any State, which comprise cash and unencumbered cash for each fund as of
June 30, 20XX, and the related statements of cash receipts and disbursements
and disbursements—budget and actual4 for the year then ended, and the
related notes to the financial statements.
Management’s Responsibility for the Financial Statements
Management is responsible for the preparation and fair presentation of these
financial statements in accordance with the financial reporting provisions of
[identify applicable regulatory provisions]. Management is also responsible for
the design, implementation, and maintenance of internal control relevant to the
preparation and fair presentation of financial statements that are free from
material misstatement, whether due to fraud or error.
Auditor’s Responsibility
Our responsibility is to express an opinion on these financial statements based
on our audit. We conducted our audit in accordance with auditing standards
generally accepted in the United States of America. Those standards require
that we plan and perform the audit to obtain reasonable assurance about
whether the financial statements are free from material misstatement.
An audit involves performing procedures to obtain audit evidence about the
amounts and disclosures in the financial statements. The procedures selected
depend on the auditor’s judgment, including the assessment of the risks of
material misstatement of the financial statements, whether due to fraud or
error. In making those risk assessments, the auditor considers internal control
relevant to the entity’s preparation and fair presentation of the financial
statements in order to design audit procedures that are appropriate in the
circumstances, but not for the purpose of expressing an opinion on the effectiveness of the entity’s internal control. Accordingly, we express no such opinion.
An audit also includes evaluating the appropriateness of accounting policies
used and the reasonableness of significant accounting estimates made by
management, as well as evaluating the overall presentation of the financial
statements.
We believe that the audit evidence we have obtained is sufficient and appropriate to provide a basis for our audit opinions.

3
This example report assumes the financial statements consist of a columnar presentation
of each fund of the entity presenting the beginning and ending cash and unencumbered cash,
cash receipts and disbursements, and a schedule of disbursements-budget and actual for each
fund. This example report should be modified for different circumstances.
4
This example report assumes that each presented fund is a separate opinion unit. If,
instead, regulatory requirements or other circumstances require the auditor to express an
opinion on the financial statements as a whole (see paragraph 15.12), the scope and opinion
wording would not refer to each fund or to opinions, but would rather refer to the financial
statements of the entity and to an opinion.
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Basis for Adverse Opinion on U.S. Generally Accepted Accounting Principles
As described in Note X of the financial statements, the financial statements are
prepared by City of Example on the basis of the financial reporting provisions
of [reference to applicable regulatory provisions], which is a basis of accounting
other than accounting principles generally accepted in the United States of
America, to meet the requirements of [identify to the applicable regulatory
entity].
The effects on the financial statements of the variances between the regulatory
basis of accounting described in Note X and accounting principles generally
accepted in the United States of America, although not reasonably determinable, are presumed to be material.
Adverse Opinion on U.S. Generally Accepted Accounting Principles
In our opinion, because of the significance of the matter discussed in the “Basis
for Adverse Opinion on U.S. Generally Accepted Accounting Principles” paragraph, the financial statements referred to above do not present fairly, in
accordance with accounting principles generally accepted in the United States
of America, the financial position of each fund of the City of Example as of June
30, 20XX, or changes in financial position or cash flows thereof for the year then
ended.
Unmodified Opinions on Regulatory Basis of Accounting
In our opinion, the financial statements referred to above present fairly, in all
material respects, the cash and unencumbered cash of each fund of the City of
Example as of June 30, 20XX, and their respective cash receipts and disbursements, and budgetary results for the year then ended in accordance with the
financial reporting provisions of [identify applicable regulatory provisions]
described in Note X.
Report on Other Legal and Regulatory Requirements5
[Form and content of this section of the auditor’s report will vary depending on
the nature of the auditor’s other reporting responsibilities, if any.]
[Auditor’s signature]
[Auditor’s city and state]
[Date of the auditor’s report]

5

See footnote 2.
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15.17

Appendix B — Overview of Reporting Requirements for
Special Purpose Financial Statements
This appendix provides an overview of auditor reporting requirements that are
applicable to special purpose frameworks that could be applied by state and
local governments.

Opinion(s)

Description of
purpose for
which special
purpose
financial
statements
are prepared
Emphasis-ofmatter
paragraph
alerting
readers to
preparation
in accordance
with a special
purpose
framework
Other-matter
paragraph
restricting
the use of the
auditor’s
report

Cash
Basis or Regulatory
Modified
Basis
Cash
Restricted
Basis
Use
Opinion(s)
Opinion(s)
on special
on special
purpose
purpose
framework framework

No

Yes

Regulatory
Basis
(General Contractual
Use)
Basis
Opinion(s)
Dual
on special
opinion on
purpose
special
framework
purpose
framework
and
generally
accepted
accounting
principles
Yes
Yes

Yes

Yes

No

Yes

No

Yes

No

Yes

Other
Basis
Opinion(s)
on special
purpose
framework

As
required
by
paragraph
.18b(ii) of
AU-C
section 800
Yes

As
required
by AU-C
section 905
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Chapter 16

Auditor Involvement With Municipal
Securities Filings
Introduction
16.01 Governments generally issue debt securities—known as municipal
securities—through negotiated sales, competitive bids, or private placements.
In a negotiated sale, the government negotiates a price with one or more
underwriters. In a competitive bid sale, the government sells the securities to
one or more underwriters who submitted the best acceptable bid. The underwriters then resell the securities to the public. In a private placement, which
frequently occurs for small issues, the government sells the securities directly
to the investor, usually a local bank.
16.02 A government that is selling securities prepares an official statement1 that offers the securities for sale and provides appropriate financial and
other information about the offering and the government. Financial advisers
and bond counsel and, frequently, engineers, appraisers, and independent
auditors, assist the government in preparing information for the official statement. The following are important stages in a municipal securities offering; the
time periods between these stages may vary:

•

The preliminary official statement is issued to all prospective buyers
of the securities.

•

The official statement is issued at the time of sale (sometimes
referred to as the effective date) and identifies the buyers and the
actual debt service requirements of the securities.

•

The closing date is the date the transaction is finalized and the cash
is transferred from the buyers to the government.

16.03 Municipal securities are exempt from all of the provisions of the
Securities Act of 1933 (1933 Act) and the Securities Exchange Act of 1934 except
the antifraud provisions of Section 17(a) of the Securities Act of 1933 and
Section 10(b) of the Securities Exchange Act of 1934 (and the associated Rule
10b-5). Those antifraud provisions prohibit any person from misrepresenting or
omitting material facts in the offering or sale of securities.
16.04 Securities and Exchange Commission (SEC) Rule 15c2-12 (Title 17
U.S. Code of Federal Regulations Part 240.15c2-12), as amended, and associated
SEC releases impose certain requirements on the underwriters of municipal
securities. Because of Rule 15c2-12, as amended, issuers of most municipal
securities offerings over set dollar amounts and primary issuers of variable
demand rate obligation (or VRDO) offerings provide certain disclosures when
issuing securities (primary market disclosures) as well as at certain times
thereafter (continuing disclosures).2 Primary market disclosures are made by
issuing an official statement. Continuing disclosures are made by providing to
1
Official statement is the common term used for the offering document or offering circular
for municipal securities.
2
Some literature also refers to continuing disclosures using the term secondary market
disclosures.
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the Municipal Securities Rulemaking Board (MSRB) (a) annual continuing
disclosures as contractually established and (b) events notices. Annual continuing disclosures are financial information, including audited financial statements, which are updated annually. Events notices, which are required for
specific events with respect to municipal securities, such as principal and
interest payment delinquencies and nonpayment related defaults, are provided
on an as-needed basis and do not involve financial statements. Issuers under
continuing disclosure agreements entered into in connection with primary
offerings of municipal securities subject to Rule 15c2-12 that occurred on or
before November 30, 2010, are required to notify the MSRB of any of 11 specific
events, if determined material, in a timely manner. Issuers under continuing
disclosure agreements entered into in connection with primary offerings of
municipal securities subject to Rule 15c2-12 that occurred on or after December
1, 2010, are required to notify the MSRB of any of 15 events “in a timely manner
not in excess of ten business days after the occurrence of the event.” For these
issuers, certain events are required to be reported without regard to materiality, whereas certain other events are reported based on materiality.
16.05 Rule 15c2-12, as amended, requires the underwriter of a municipal
securities offering to reasonably determine that the issuer or obligated person
has undertaken in its continuing disclosure agreement to provide continuing
disclosure documents (a) solely to the MSRB and (b) in an electronic format and
accompanied by identifying information as prescribed by the MSRB. An issuer
or obligated person provides continuing disclosure information using the MSRB’s
Electronic Municipal Market Access (EMMA) system.3 However, such filings
with the MSRB (using the EMMA system) do not affect the legal obligations or
contractual disclosure agreements of issuers and obligated persons to provide
continuing disclosure documents, along with any other submissions, to the
appropriate state information depositories, as required under the appropriate
state law. This does not affect the obligation of issuers and obligated persons
under outstanding continuing disclosure agreements entered into prior to July
1, 2009, to submit continuing disclosure documents to the appropriate State
Information Depository, if any, as stated in their continuing disclosure agreements, nor on their obligation to make any other submissions that may be
required under appropriate state law.
16.06 In its Release No. 33-7049 and 34-33741,4 Statement of the Commission Regarding Disclosure Obligations of Municipal Securities Issuers and
Others, the SEC encourages market participants to continue to refer to voluntary guidelines (such as the guidelines prepared by the Government Finance
Officers Association) and the SEC’s Interpretive Release in preparing official
statements and continuing disclosure documents.

Auditor Involvement
Conditions Affecting Auditor Involvement
16.07 Because there is no SEC requirement for auditor involvement with
governmental official statements, an auditor generally is not required to
3
Electronic Municipal Market Access (EMMA) receives electronic submissions of, and
makes publicly available, continuing disclosure documents and related information on the
EMMA website at http://emma.msrb.org.
4
Note that the Securities and Exchange Commission (SEC) release is one release that has
two numbers: one for the Securities Exchange Act of 1933 and one for the Securities Exchange
Act of 1934.
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participate in, or undertake any procedures with respect to, a government’s
official statement.5 The following are activities the auditor may become involved in with respect to the official statement:

•

Assisting in preparing the financial information6 included in the
official statement

•

Reviewing a draft of the official statement at the government’s
request

•

Signing (either manually or electronically) the independent auditor’s
report for inclusion in a specific official statement7

•

Providing written agreement (for example, through a consent letter
or signed authorization form) for the use of the independent auditor’s
report in a specific official statement (See paragraphs 16.18–.21.)

•

Providing a revised independent auditor’s report8 for inclusion in a
specific official statement

•

Issuing a comfort letter, the letter described in paragraph .12 of AU-C
section 920, Letters for Underwriters and Certain Other Requesting
Parties (AICPA, Professional Standards), or an attestation engagement report in lieu of a comfort or similar letter on information
included in the official statement (See paragraphs 16.13–.17.)

•

Issuing a report on an attestation engagement relating to the debt
offering (See paragraph 16.24.)

16.08 Although AU-C section 720, Other Information in Documents Containing Audited Financial Statements (AICPA, Professional Standards), addresses auditor responsibilities with respect to other information contained in
documents such as annual reports, paragraph .02 of AU-C section 720 states
that it may be applied, adapted as necessary in the circumstances, to other
documents to which the auditor devotes attention. Therefore, if the auditor is
involved with an official statement, the guidance in AU-C section 720 may be
applied. Chapters 4, “General Auditing Considerations” and 14, “Audit Reporting,” further discuss the requirements and guidance contained within AU-C
section 720.
16.09 If the guidance in AU-C section 720 is applied, the auditor should
communicate the auditor’s responsibility for other information in a document
containing audited financial statements, any procedures performed, and the
results. That requirement pertains to the financial statements currently being
issued, and thus would not apply retroactively to official statements. However,
5
Some auditors require that they become involved with a government’s official statements
even though the conditions described in this paragraph establishing involvement would not
otherwise exist. See the discussion at paragraph 16.11.
6
For the purpose of this requirement, financial information does not include the financial
statements covered by the auditor’s opinion or the required supplementary information (RSI)
or supplementary information other than RSI accompanying those financial statements that
the auditor already considered during his or her audit of the financial statements.
7
This situation involves an original manual or electronic signature on the auditor’s report,
not a reproduction of an auditor’s report that was manually or electronically signed. For
example, the underwriter or bond counsel may require a copy of the auditor’s report with an
original manual or electronic signature to file with the official closing documents for the
offering.
8
A revised report would, for example, eliminate the references made by the auditor in the
original report to (a) supplementary information that the auditor reported on in relation to the
basic financial statements or (b) the audit and reports required by Government Auditing
Standards (also referred to as the Yellow Book), issued by the Comptroller General of the
United States.
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that communication could supply that information for official statements
issued during the current audit period and through the auditor’s report date,
whether or not the auditor was involved with those official statements.
16.10 The auditor is not required to participate in, or undertake any
procedures with respect to, a government’s continuing disclosure documents,
even though they may include audited financial statements because a government’s continuing disclosures are not required to be submitted to or disseminated from the distributing organizations as a single document. Any attention
the auditor devotes to other information included with audited financial
statements in continuing disclosure documents at the government’s request
should be considered a consulting engagement under the provisions of the
AICPA Statement on Standards for Consulting Services No. 1, Consulting
Services: Definitions and Standards (AICPA, Professional Standards, CS sec.
100).

Auditor-Established Involvement
16.11 Although an auditor is not required to become involved with a
government’s official statements, some auditors include a provision in the terms
of the engagement requiring the government to obtain permission from the
auditor before using the independent auditor’s report in the official statement.
Such a provision may be used by the auditor to establish a requirement that
the auditor become involved with the government’s official statements when
the government requests the required permission from the auditor.

Clarification in the Official Statement When There Is No Auditor
Involvement
16.12 When the auditor and client agree not to include a provision in the
terms of the engagement that would require auditor involvement (see paragraph 16.11), the auditor may include in the terms of the engagement a
requirement that any official statements issued by the government with which
the auditor is not involved clearly indicate the auditor is not involved with the
contents of such official statements. Such a disclosure could read as: “[Name of
firm], our independent auditor, has not been engaged to perform and has not
performed, since the date of its report included herein, any procedures on the
financial statements addressed in that report. [Name of firm] also has not
performed any procedures relating to this official statement.”

Using Government Auditing Standards Reports and
References in the Official Statement
16.13 If the auditor is involved with a government’s official statements,
the auditor should consider which auditor’s reports the government presents in
the official statement. It is generally advisable for the official statements to use
an auditor’s report on the financial statements that does not refer to the
Government Auditing Standards audit or to those separate reports because
those references, without the presentation of the reports in the official statements, could confuse the users of the official statement.

Letters for Underwriters
16.14 Underwriting agreements between a government and its underwriters may require the auditor to prepare a comfort letter addressed to the
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underwriters. AU-C section 920 defines the term underwriters and gives
guidance to auditors9 when engaged to issue letters to underwriters and to
certain other requesting parties in connection with a nonissuer entity’s financial statements included in registration statements filed with the SEC under
the 1933 Act. An auditor may provide a comfort letter to a broker-dealer or other
financial intermediary acting as principal or agent in offerings of securities
issued or backed by governmental entities exempt from registration under the
1933 Act only if the broker-dealer or other financial intermediary provides the
required representation letter described in paragraph .11 of AU-C section 920.
The required elements of the representation letter from the broker-dealer or
other financial intermediary are as follows:

•
•

The letter should be addressed to the auditor.
The letter should contain the following:
The review process applied to the information relating to the
issuer, is or will be, substantially consistent with the due
diligence process that we would perform if this securities
offering were being registered pursuant to the Securities Act of
1933. We are knowledgeable with respect to that due diligence
process.

•

The letter should be signed by the requesting broker-dealer or other
financial intermediary.

16.15 When a party requesting a comfort letter has provided the auditor
with the required representation letter, the auditor should refer to the requesting party’s representations in the comfort letter. See example A-2 in paragraph
.A93 of AU-C section 920, which is a typical comfort letter in a non-1933 Act
offering, including the required underwriter representations. If the required
representation letter is not provided by the broker-dealer or other financial
intermediary, paragraph .12 of AU-C section 920 provides requirements and
guidance for auditors. As discussed in paragraph .13 of AU-C section 920, when
a comfort letter is requested by a party other than the underwriter, brokerdealer, or other financial intermediary, the auditor should not provide that
party with a comfort letter or the letter described in paragraph .12 of AU-C
section 920. Instead, the auditor may provide the party with a report on
agreed-upon procedures and should refer to AT section 201, Agreed-Upon
Procedures Engagements (AICPA, Professional Standards), for additional specific guidance. (See paragraph .A7 of AU-C section 920).
16.16 Paragraph .45 of AU-C section 920 requires the auditor to perform
a review, as discussed in AU-C section 930, Interim Financial Information
(AICPA, Professional Standards), to provide negative assurance in a comfort
letter on interim financial information. A review of interim financial information may be conducted under AU-C section 930 if

•

the entity’s latest annual financial statements have been audited by
the auditor or a predecessor auditor;

•

the auditor has been engaged to audit the entity’s current year
financial statements, or the auditor audited the entity’s latest annual
financial statements and in situations in which the engagement of
another auditor to audit the current year financial statements is not
effective prior to the beginning of the period covered by the review;

9
Because of its use in SEC literature, certain auditing literature uses the term accountant
to refer to the auditor. However, this chapter replaces the term accountant with the term
auditor.
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•

the interim information is prepared in accordance with the same
financial reporting framework as that used to prepare the annual
financial statements; and

•

any condensed financial statement (a) purports to be prepared in
accordance with an appropriate financial reporting framework which
includes appropriate form and content of the interim financial statements; (b) includes a note that the financial information does not
represent complete financial statements and is to be read in conjunction with the latest annual audited financial statements; and (c)
the condensed interim financial information accompanies the entity’s
latest audited annual financial statements or such audited annual
statements are made readily available10 by the entity.

If AU-C section 930 is not applicable (for example, the condensed financial
statement is presented on a budgetary basis of accounting), the review engagement may be performed under Statements on Standards for Attestation
Engagements or Statements on Standards for Accounting and Review Services.
16.17 If the auditor has not performed such a review, paragraphs .45 and
.60 of AU-C section 920 prohibit the auditor from giving negative assurance
with respect to whether any material modifications should be made to the
interim financial information for it to be in conformity with generally accepted
accounting principles and from providing negative assurance as to subsequent
changes in financial statements items from the date of the interim financial
information. Instead, the auditor is limited to reporting procedures performed
and findings obtained. The letter should specifically state that the auditor has
not audited the interim financial information in accordance with generally
accepted auditing standards and does not express an opinion concerning such
information. An example of that language is in the third statement of the
example A-1 comfort letter in AU-C section 920.
16.18 When the auditor is asked to prepare a letter for the underwriter,
the letter can be as of the preliminary official statement date or the official
statement date (as defined in paragraph 16.02), with updating letters issued as
of the official statement date (if applicable) and the closing date. Paragraphs
.A24–.A25 of AU-C section 920 state that the letter ordinarily is dated on, or
shortly after, the underwriting agreement is signed, and the underwriting
agreement ordinarily specifies the date, often referred to as the cutoff date, to
which certain procedures described in the letter are to relate (for example, a
date five days before the date of the letter). A factor in considering whether to
accept the engagement is whether the period between the cut-off date and the
date of the letter provides sufficient time to allow the auditor to perform the
procedures and prepare the letter. The five-day cut-off period in AU-C section
920 is illustrative only and does not set a standard, but practice generally does
not exceed a five-day cut-off period.

Auditing Interpretations Regarding Governmental
Official Statements
16.19 Exhibit A, “Background,” of AU-C section 925, Filings With the U.S.
Securities and Exchange Commission Under the Securities Act of 1933 (AICPA,
10
According to paragraph .A3 of AU-C section 930, Interim Financial Information (AICPA,
Professional Standards), audited financial statements are deemed readily available if a third
party user can obtain the statements without any further action by the entity (financial
statements on an entity’s website would be considered readily available whereas statements
that are available on request would not).
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Professional Standards), addresses the auditor’s agreement to (a) being
named in and (b) the use of an auditor’s report in an offering document other
than one registered under the of 1933 Act.12
16.20 Paragraph 16 of exhibit A of AU-C section 925 states that when a
client wishes to make reference to the auditor’s role in an offering document in
connection with a securities offering that is not registered under the 1933 Act,
the caption “Independent Auditors” (or something similar) would generally be
used to title that section of the document rather than “Experts,” with no
reference to the auditor as an “expert” anywhere in the document. Exhibit B,
“Illustrative Disclosures and Reports,” of AU-C section 925 provides the following example of a typical description of the auditor’s role.13
Independent Auditors
The financial statements of [name of entity] as of December 31, 20XX,
and for the year then ended, included in this offering circular, have
been audited by ABC & Co., independent auditors, as stated in their
report(s) appearing herein.
If the client refuses to delete from the offering document the reference to the
auditor as an “expert,” the auditor should not permit inclusion of the auditor’s
report in the offering document.
16.21 Paragraphs 19–20 of exhibit A of AU-C section 925 state that when
an auditor’s report is used in connection with an offering transaction that is not
registered under the 1933 Act, it is usually not necessary for the auditor to
provide any type of written consent. If the auditor is asked to provide a written
consent for use in connection with a document other than a 1933 Act registration statement, then the auditor may provide a letter indicating that the
auditor agrees to the inclusion of the auditor’s report on the audited financial
statements in the offering materials. This letter would not typically be included
in the offering materials. The following example language may be used:
We agree to the inclusion in the offering circular of our report, dated
February 5, 20XX, on our audit of the financial statements of [name
of entity].
16.22 As stated in paragraph .08 of AU-C section 925, the auditor should
determine that the auditor’s name is not being used in a way that indicates that
the auditor’s responsibility is greater than the auditor intends. Therefore, if the
client refuses to delete from the offering document the reference to the auditor
as an expert, then the auditor should not permit inclusion of the auditor’s report
in the offering document.
16.23 When the auditor is asked to issue a letter agreeing to the use of the
auditor’s report in the offering document, the effective date of the letter can be
the preliminary official statement date or the official statement date (as defined
in paragraph 16.02).

11
The term consent is an SEC term that relates to registered securities, and municipal
securities are not registered securities. Therefore, this guide uses the term agreement, even
though the AICPA interpretations discussed refer to consent.
12
As discussed in footnote 1, governments generally refer to the offering document or
offering circular for municipal securities as an official statement.
13
As discussed in paragraph 16.12, if the auditor is not involved with the offering document
and the terms of the engagement require disclosure of this fact, additional disclosure similar
to that illustrated in paragraph 16.12 should be included here.
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Attestation Engagements Related to Municipal Securities
Issuances
16.24 During the process of issuing municipal securities, governments or
other involved parties often engage practitioners to provide certain needed
information. These engagements should be conducted in accordance with the
appropriate professional attestation standards as agreed to by the engaging
government and the practitioner.14 For example, a government or its bond
counsel may engage a practitioner to review the government’s compliance with
the revenue coverage requirements on outstanding bonds or to verify the
calculation of escrow account requirements for an advance refunding of bonds.
If the auditor of the financial statements included in the official statement also
provides an attestation engagement report relating to a debt offering, that
establishes an involvement with the official statement, as indicated in paragraph 16.07. An attestation engagement report relating to a debt offering need
not be referred to or included in the official statement to involve the auditor of
the financial statements with the official statement. Sometimes, the attestation
engagement report may only be included in the official closing documents for
the offering. Also, if the practitioner providing the attestation engagement
report is not the auditor of the financial statements included in the official
statements, the issuance of the attestation engagement report does not, by
itself, involve either the auditor of the financial statements or the practitioner
who issued the attestation report with the official statement.

14
Generally, these attestation engagements are performed only in accordance with the
AICPA’s Statements on Standards for Attestation Engagements. However, if the auditor is
performing the engagement in accordance with Government Auditing Standards, the auditor
should apply the guidance of Government Auditing Standards, including chapter 5, “Standards
for Attestation Engagements.” The auditor also should consider the guidance in Interpretation
No. 6, “Reporting on Attestation Engagements Performed in Accordance With Government
Auditing Standards,” of AT section 101, Attest Engagements (AICPA, Professional Standards,
AT sec. 9101 par. .56–.58), which explains how an attestation report should be modified when
the engagement is performed in accordance with Government Auditing Standards and provides
an illustrative attestation report.
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Appendix A

Guidance Updates
This appendix includes information on guidance issued through the “as of” date
of this guide that is not yet effective, but that will be effective for the next
edition of this guide. References to this guidance, where applicable, are included
throughout the chapters of this guide in shaded text. The references use a
guidance update number that consists of the chapter number followed by the
sequentially numbered guidance update number within any given chapter (for
example, Update 3-1 would be the first guidance update in chapter 3). The
guidance in this appendix is cross-referenced using the same guidance update
numbers found throughout the chapters of this guide, as applicable. Readers
should consider this information for the reporting period to which it applies.

Accounting and Reporting Updates
A.01 GASB Statement No. 61, The Financial Reporting Entity:
Omnibus an amendment of GASB Statements No. 14 and No. 34
Accounting and Reporting: Reporting Entity [Updates 2-2, 3-1, 4-1,
8-2, 9-1, 9-2, 10-1, 12-1, 12-5, 12-6, 14-1, 14-2]
The objective of this statement is to improve financial reporting for a governmental financial reporting entity. The requirements of Governmental Accounting Standards Board (GASB) Statement No. 14, The Financial Reporting
Entity, and the related financial reporting requirements of GASB Statement
No. 34, Basic Financial Statements—and Management’s Discussion and Analysis—
for State and Local Governments, were amended to better meet user needs and
to address reporting entity issues that have arisen since the issuance of those
statements.
This statement modifies certain requirements for inclusion of component units
in the financial reporting entity. For organizations that previously were required to be included as component units by meeting the fiscal dependency
criterion, a financial benefit or burden relationship also would need to be
present between the primary government and that organization for it to be
included in the reporting entity as a component unit. Further, for organizations
that do not meet the financial accountability criteria for inclusion as component
units but that, nevertheless, should be included because the primary government’s management determines that it would be misleading to exclude them,
this statement clarifies the manner in which that determination should be
made and the types of relationships that generally should be considered in
making the determination.
This statement also amends the criteria for reporting component units as if
they were part of the primary government (that is, blending) in certain
circumstances. For component units that currently are blended based on the
“substantively the same governing body” criterion, it additionally requires that
(1) the primary government and the component unit have a financial benefit or
burden relationship or (2) management (below the level of the elected officials)
of the primary government have operational responsibility (as defined in
paragraph 8a) for the activities of the component unit. New criteria also are
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added to require blending of component units whose total debt outstanding is
expected to be repaid entirely or almost entirely with resources of the primary
government. The blending provisions are amended to clarify that funds of a
blended component unit have the same financial reporting requirements as a
fund of the primary government. Lastly, additional reporting guidance is
provided for blending a component unit if the primary government is a
business-type activity that uses a single column presentation for financial
reporting.
This statement also clarifies the reporting of equity interests in legally separate
organizations. It requires a primary government to report its equity interest in
a component unit as an asset.
The provisions of this statement are effective for financial statements for
periods beginning after June 15, 2012. Earlier application is encouraged.

A.02 GASB Statement No. 65, Items Previously Reported as Assets
and Liabilities
Accounting and Reporting: Assets and Liabilities [Updates 2-1, 2-3,
3-2, 6-1, 8-1, 9-3, 10-2]
This statement establishes accounting and financial reporting standards that
reclassify, as deferred outflows of resources or deferred inflows of resources,
certain items that were previously reported as assets and liabilities and
recognizes, as outflows of resources or inflows of resources, certain items that
were previously reported as assets and liabilities.
GASB Concepts Statement No. 4, Elements of Financial Statements, introduced
and defined the elements included in financial statements, including deferred
outflows of resources and deferred inflows of resources. In addition, GASB
Concepts Statement No. 4 provides that reporting a deferred outflow of resources or a deferred inflow of resources should be limited to those instances
identified by the Board in authoritative pronouncements that are established
after applicable due process. Prior to the issuance of this statement, only two
such pronouncements have been issued. GASB Statement No. 53, Accounting
and Financial Reporting for Derivative Instruments, requires the reporting of
a deferred outflow of resources or a deferred inflow of resources for the changes
in fair value of hedging derivative instruments, and GASB Statement No. 60,
Accounting and Financial Reporting for Service Concession Arrangements,
requires a deferred inflow of resources to be reported by a transferor government in a qualifying service concession arrangement. This statement amends
the financial statement element classification of certain items previously
reported as assets and liabilities to be consistent with the definitions in GASB
Concepts Statement No. 4.
This statement also provides other financial reporting guidance related to the
impact of the financial statement elements deferred outflows of resources and
deferred inflows of resources, such as changes in the determination of the major
fund calculations and limiting the use of the term deferred in financial
statement presentations.
The provisions of this statement are effective for financial statements for
periods beginning after December 15, 2012. Earlier application is encouraged.
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A.03 GASB Statement No. 66, Technical Corrections—2012—an
amendment of GASB Statements No. 10 and No. 62
Accounting and Reporting: Technical Corrections [Updates 6-2, 8-5,
8-6]
The objective of this statement is to improve accounting and financial reporting
for a governmental financial reporting entity by resolving conflicting guidance
that resulted from the issuance of two pronouncements, GASB Statements No.
54, Fund Balance Reporting and Governmental Fund Type Definitions, and No.
62, Codification of Accounting and Financial Reporting Guidance Contained in
Pre-November 30, 1989 FASB and AICPA Pronouncements.
This statement amends GASB Statement No. 10, Accounting and Financial
Reporting for Risk Financing and Related Insurance Issues, by removing the
provision that limits fund-based reporting of an entity’s risk financing activities
to the general fund and the internal service fund type. As a result, governments
should base their decisions about fund type classification on the nature of the
activity to be reported, as required in GASB Statement Nos. 54 and 34.
This statement also amends GASB Statement No. 62 by modifying the specific
guidance on accounting for (1) operating lease payments that vary from a
straightline basis, (2) the difference between the initial investment (purchase
price) and the principal amount of a purchased loan or group of loans, and (3)
servicing fees related to mortgage loans that are sold when the stated service
fee rate differs significantly from a current (normal) servicing fee rate. These
changes clarify how to apply GASB Statement No. 13, Accounting for Operating
Leases with Scheduled Rent Increases, and result in guidance that is consistent
with the requirements in GASB Statement No. 48, Sales and Pledges of
Receivables and Future Revenues and Intra-Entity Transfers of Assets and
Future Revenues, respectively.
The provisions of this statement are effective for financial statements for
periods beginning after December 15, 2012. Earlier application is encouraged
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Mapping and Summarization of Changes—
Clarified Auditing Standards
This appendix maps the extant1 AU sections to the clarified AU-C sections. As
a result of the Auditing Standards Board’s (ASB’s) Clarity Project, all extant AU
sections have been modified. In some cases, individual AU sections have been
revised into individual clarified standards. In addition, the ASB revised the AU
section number order established by Statement on Auditing Standards No. 1,
Responsibilities and Functions of the Independent Auditor (AICPA, Professional
Standards, AU sec. 110), to follow the same number order used in International
Standards on Auditing (ISAs) for all clarified AU sections for which there are
comparable ISAs. The clarified standards are effective for audits of financial
statements for periods ending on or after December 15, 2012.
Although the Clarity Project was not intended to create additional requirements, some revisions have resulted in changes that may require auditors to
make adjustments in their practices. To assist auditors in the transition
process, these changes have been organized into the following four types:

•
•
•
•

Substantive changes
Primarily clarifying changes
Primarily formatting changes
Standards not yet issued in the Clarity Project

This appendix identifies those AU-C sections associated with these four types
of changes.

Substantive Changes
Substantive changes are considered likely to affect the firms’ audit methodology and engagements because they contain substantive or other changes,
defined as having one or both of the following characteristics:

•

A change or changes to an audit methodology that may require effort
to implement

•

A number of small changes that, although not individually significant, may affect audit engagements

Primarily Clarifying Changes
Primarily clarifying changes are intended to explicitly state what may have
been implicit in the extant standards, which, over time, resulted in diversity in
practice.
(continued)

1
The term extant is used throughout this appendix in reference to the standards that are
superseded by the clarified standards.
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Primarily Formatting Changes
Primarily formatting changes from the extant standards do not contain changes
that expand the extant sections in any significant way and may not require
adjustments to current practice.

Standards Not Yet Issued in the Clarity Project
Standards not yet issued in the Clarity Project contain the remaining sections
that are in exposure or have not yet been reworked.
The preface of this guide and the Financial Reporting Center at www.aicpa.org/
frc provide more information about the Clarity Project. You can also visit
www.aicpa.org/sasclarity.
Extant AU Sections Mapped to the Clarified AU-C Sections

Extant AU Section
110 Responsibilities
and Functions of
the Independent
Auditor
120 Defining
Professional
Requirements in
Statements on
Auditing
Standards
150 Generally
Accepted
Auditing
Standards
161 The
Relationship
of Generally
Accepted
Auditing
Standards to
Quality Control
Standards
201

210

220
230

Nature of
the General
Standards
Training and
Proficiency of
the Independent
Auditor
Independence
Due Professional
Care in the
Performance
of Work
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AU Section
Superseded
All

All

All

New AU-C Section
200
Overall
Objectives of
the Independent
Auditor and the
Conduct of an
Audit in
Accordance
With Generally
Accepted
Auditing
Standards [1]

All

220

All

200

All

All
All

Quality Control
for an
Engagement
Conducted in
Accordance
With Generally
Accepted
Auditing
Standards
Overall
Objectives of
the Independent
Auditor and the
Conduct of an
Audit in
Accordance
With Generally
Accepted
Auditing
Standards [1]

Type of
Change
Primarily
formatting
changes

Primarily
clarifying
changes

Primarily
formatting
changes
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Extant AU Sections Mapped to the Clarified AU-C
Sections—continued

Extant AU Section
311 Planning and
Supervision

312

Audit Risk and
Materiality in
Conducting an
Audit

AU Section
Superseded
All except
paragraphs
.08–.10
Paragraphs
.08–.10
All

New AU-C Section
300
Planning an
Audit
210

Terms of
Engagement

320

Materiality in
Planning and
Performing an
Audit
Evaluation of
Misstatements
Identified
During the
Audit
Understanding
the Entity
and Its
Environment
and Assessing
the Risks of
Material
Misstatement
Opening
Balances—
Initial Audit
Engagements,
Including
Reaudit
Engagements
Terms of
Engagement

450

314

Understanding
the Entity and
Its Environment
and Assessing
the Risks of
Material
Misstatement

315

Communications
Between
Predecessor and
Successor
Auditors

316

Consideration
of Fraud in a
Financial
Statement Audit

317

Illegal Acts by
Clients

All

315

All except
paragraphs
.03–.10
and .14

510

Paragraphs
.03–.10
and .14
All

210

All

240

250

Consideration
of Fraud in a
Financial
Statement
Audit
Consideration
of Laws and
Regulations in
an Audit of
Financial
Statements

Type of
Change
Primarily
formatting
changes
Primarily
clarifying
changes
Primarily
formatting
changes
Primarily
formatting
changes

Primarily
formatting
changes

Primarily
clarifying
changes

Primarily
clarifying
changes
Primarily
formatting
changes

Substantive
changes

(continued)
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Extant AU Sections Mapped to the Clarified AU-C
Sections—continued

Extant AU Section
318 Performing
Audit
Procedures in
Response to
Assessed Risks
and Evaluating
the Audit
Evidence
Obtained
322 The Auditor’s
Consideration
of the Internal
Audit Function
in an Audit of
Financial
Statements
324 Service
Organizations

325

326

Communicating
Internal Control
Related Matters
Identified in an
Audit
Audit Evidence

AU Section
Superseded
All

All

All

All

All

New AU-C Section
330
Performing
Audit
Procedures in
Response to
Assessed Risks
and Evaluating
the Audit
Evidence
Obtained
Planned The Auditor’s
Consideration
to be
of the Internal
issued
Audit Function
as
in an Audit of
AU-C
Financial
section
Statements
610
402
Audit
Considerations
Relating to
an Entity Using
a Service
Organization
265
Communicating
Internal Control
Related Matters
Identified in an
Audit
500
Audit Evidence

328

Auditing
Fair Value
Measurements
and Disclosures

All

540

329

Analytical
Procedures

All

520

330

The
Confirmation
Process
Inventories

All

505

External
Confirmations

All

501

Audit
Evidence—
Specific
Considerations
for Selected
Items [3]

331
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Accounting
Estimates,
Including
Fair Value
Accounting
Estimates, and
Related
Disclosures [2]
Analytical
Procedures

Type of
Change
Primarily
formatting
changes

Standards
not yet
issued in
the Clarity
Project

Primarily
clarifying
changes

Substantive
changes

Primarily
formatting
changes
Primarily
formatting
changes

Primarily
formatting
changes
Primarily
clarifying
changes
Primarily
clarifying
changes
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Extant AU Sections Mapped to the Clarified AU-C
Sections—continued

Extant AU Section
332 Auditing
Derivative
Instruments,
Hedging
Activities, and
Investments in
Securities
333 Management
Representations

AU Section
Superseded
All

New AU-C Section
501
Audit
Evidence—
Specific
Considerations
for Selected
Items [3]

All

580

Written
Representations

334

Related Parties

All

550

Related Parties

336

Using the Work
of a Specialist

All

620

337

Inquiry of a
Client’s Lawyer
Concerning
Litigation,
Claims, and
Assessments
Audit
Documentation

All

501

All

230

Using the Work
of an Auditor’s
Specialist
Audit
Evidence—
Specific
Considerations
for Selected
Items [3]
Audit
Documentation

The Auditor’s
Consideration
of an Entity’s
Ability to
Continue as a
Going Concern
Auditing
Accounting
Estimates

All

570

All

540

350

Audit Sampling

All

530

380

The Auditor’s
Communication
With Those
Charged With
Governance

All

260

339

341

342

The Auditor’s
Consideration
of an Entity’s
Ability to
Continue as a
Going Concern
Auditing
Accounting
Estimates,
Including Fair
Value
Accounting
Estimates, and
Related
Disclosures [2]
Audit Sampling

The Auditor’s
Communication
With Those
Charged With
Governance

Type of
Change
Primarily
clarifying
changes

Primarily
formatting
changes
Substantive
changes
Primarily
Clarifying
Changes
Primarily
clarifying
changes

Primarily
formatting
changes
Primarily
formatting
changes

Primarily
formatting
changes

Primarily
formatting
changes
Primarily
formatting
changes

(continued)
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Extant AU Sections Mapped to the Clarified AU-C
Sections—continued

Extant AU Section
390 Consideration
of Omitted
Procedures After
the Report Date

410

420

431

504

508

Adherence to
Generally
Accepted
Accounting
Principles
Consistency
of Application
of Generally
Accepted
Accounting
Principles
Adequacy of
Disclosure in
Financial
Statements
Association With
Financial
Statements
Reports on
Audited
Financial
Statements

AU Section
Superseded
All

All

All

New AU-C Section
585
Consideration
of Omitted
Procedures
After the
Report Release
Date
700
Forming an
Opinion and
Reporting on
Financial
Statements [4]
708
Consistency
of Financial
Statements

All

705

All

N/A

Paragraphs
.01–.11,
.14–.15,
.19–.32,
.35–.52,
.58–.70, and
.74–.76

700

705

706

Paragraphs
.12–.13
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Type of
Change
Primarily
formatting
changes

Substantive
changes

Primarily
clarifying
changes

Modifications to
the Opinion in
the Independent
Auditor’s
Report [5]
Withdrawn

Primarily
formatting
changes

Forming an
Opinion and
Reporting on
Financial
Statements [4]
Modifications to
the Opinion in
the Independent
Auditor’s
Report [5]
Emphasis-ofMatter
Paragraphs and
Other-Matter
Paragraphs in
the Independent
Auditor’s
Report [6]
Special
Considerations—
Audits of Group
Financial
Statements
(Including the
Work of
Component
Auditors)

Substantive
changes

Primarily
formatting
changes

Substantive
changes

Substantive
changes
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Extant AU Sections Mapped to the Clarified AU-C
Sections—continued

Extant AU Section
508 Reports on
Audited
Financial
Statements—
continued

530

Dating of the
Independent
Auditor’s Report

AU Section
Superseded
Paragraphs
.16–.18 and
.53–.57

Type of
Change
Primarily
clarifying
changes

New AU-C Section
708
Consistency of
Financial
Statements

Paragraphs
.33–.34

805

Paragraphs
.71–.73

560

Paragraphs
.01–.02

700

Paragraphs
.03–.08

560

532

Restricting the
Use of an
Auditor’s Report

All

905

534

Reporting on
Financial
Statements
Prepared for
Use in Other
Countries

All

910

Special
Considerations—
Audits of Single
Financial
Statements and
Specific
Elements,
Accounts, or
Items of a
Financial
Statement
Subsequent
Events and
Subsequently
Discovered
Facts [7]
Forming an
Opinion and
Reporting on
Financial
Statements [4]
Subsequent
Events and
Subsequently
Discovered
Facts [7]
Alert That
Restricts the
Use of the
Auditor’s
Written
Communication
Financial
Statements
Prepared in
Accordance
With a
Financial
Reporting
Framework
Generally
Accepted in
Another
Country

Primarily
clarifying
changes

Primarily
formatting
changes

Substantive
changes

Primarily
formatting
changes

Primarily
clarifying
changes

Primarily
clarifying
changes

(continued)
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Extant AU Sections Mapped to the Clarified AU-C
Sections—continued

Extant AU Section
543 Part of Audit
Performed
by Other
Independent
Auditors

AU Section
Superseded
All

544

Lack of
Conformity With
Generally
Accepted
Accounting
Principles

All

550

Other
Information in
Documents
Containing
Audited
Financial
Statements
Supplementary
Information in
Relation to the
Financial
Statements
as a Whole
Reporting on
Condensed
Financial
Statements
and Selected
Financial Data
Required
Supplementary
Information
Subsequent
Events
Subsequent
Discovery of
Facts Existing
at the Date of
the Auditor’s
Report

All

551

552

558

560
561
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All

All

New AU-C Section
600
Special
Considerations—
Audits of Group
Financial
Statements
(Including the
Work of
Component
Auditors)
800
Special
Considerations—
Audits of
Financial
Statements
Prepared in
Accordance
With Special
Purpose
Frameworks [8]
720
Other
Information in
Documents
Containing
Audited
Financial
Statements
725
Supplementary
Information in
Relation to the
Financial
Statements
as a Whole
810
Engagements
to Report on
Summary
Financial
Statements

All

730

All

560

All

Required
Supplementary
Information
Subsequent
Events and
Subsequently
Discovered
Facts [7]

Type of
Change
Substantive
changes

Primarily
clarifying
changes

Primarily
formatting
changes

Primarily
formatting
changes

Primarily
clarifying
changes

Primarily
formatting
changes
Primarily
formatting
changes
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Extant AU Sections Mapped to the Clarified AU-C
Sections—continued

Extant AU Section
623 Special Reports

AU Section
Superseded
Paragraphs
.19–.21

Paragraphs
.01–.10 and
.22–.34

Paragraphs
.11–.18

625

Reports on the
Application of
Accounting
Principles

All

634

Letters for
Underwriters
and Certain
Other
Requesting
Parties

All

New AU-C Section
806
Reporting on
Compliance
With Aspects
of Contractual
Agreements
or Regulatory
Requirements
in Connection
With Audited
Financial
Statements
800
Special
Considerations—
Audits of
Financial
Statements
Prepared in
Accordance
With Special
Purpose
Frameworks [8]
805
Special
Considerations—
Audits of Single
Financial
Statements
and Specific
Elements,
Accounts, or
Items of a
Financial
Statement
915
Reports on
Application of
Requirements of
an Applicable
Financial
Reporting
Framework
920
Letters for
Underwriters
and Certain
Other
Requesting
Parties

Type of
Change
Primarily
formatting
changes

Primarily
clarifying
changes

Primarily
clarifying
changes

Primarily
formatting
changes

Primarily
formatting
changes

(continued)
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Extant AU Sections Mapped to the Clarified AU-C
Sections—continued

Extant AU Section
711 Filings Under
Federal
Securities
Statutes

722

801

Interim
Financial
Information
Compliance
Audits

901

Public
Warehouses—
Controls and
Auditing
Procedures for
Goods Held
Legend:

AU Section
Superseded
All

All

All

All

New AU-C Section
925
Filings With the
U.S. Securities
and Exchange
Commission
Under the
Securities Act
of 1933
930
Interim
Financial
Information
935
Compliance
Audits
501

Audit
Evidence—
Specific
Considerations
for Selected
Items [3]

Type of
Change
Primarily
formatting
changes

Primarily
formatting
changes
Primarily
formatting
changes
Primarily
clarifying
changes

[n] Bracketed number indicates a clarity standard that supersedes more than one
extant AU section.

The AICPA has developed an Audit Risk Alert to assist auditors and members
in practice prepare for the transition to the clarified standards. It has been
organized to give you the background information on the development of the
clarified standards and to identify the new requirements and changes from the
extant standards. Check out the Audit Risk Alert Understanding the Clarified
Auditing Standards (product no. ARACLA12P, ARACLA12E, and ARACLA12O),
which is available in the AICPA store on www.cpa2biz.com.
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Appendix C

Acronyms and Abbreviations
AICPA—American Institute of Certified Public Accountants
APB—Accounting Principles Board
APC—Annual pension cost
ARB—Accounting Research Bulletin of the Committee on Accounting Procedure
ARC—Annual required contribution
ASB—Auditing Standards Board of the AICPA
AT section—Attestation Standards section of the AICPA’s Professional Standards
AU section—Auditing Standards section of the AICPA’s Professional Standards
AU-C section—Clarified Auditing Standards section of the AICPA’s Professional
Standards
BAN—Bond anticipation note
CAFR—Comprehensive Annual Financial Report
CFDA—Catalog of Federal Domestic Assistance
CFR—Code of Federal Regulations
CS section—Consulting Services Standards section of the AICPA’s Professional
Standards
EMMA—Electronic Municipal Market Access
ERISA—Employee Retirement Income Security Act
ET section—Ethics Standards section of the AICPA’s Professional Standards
FAA—U.S. Federal Aviation Administration
FASAB—Federal Accounting Standards Advisory Board
FASB—Financial Accounting Standards Board
FDS—U.S. Department of Housing and Urban Development’s Financial Data
Schedule
FinREC—Financial Reporting Executive Committee of the AICPA
GAAP—Generally accepted accounting principles
GAAS—Generally accepted auditing standards
GAO—U.S. Government Accountability Office
GAS—Government Auditing Standards, issued by the Comptroller General of
the United States
GASB—Governmental Accounting Standards Board
GASB Q&A—Comprehensive Implementation Guide of the GASB staff
GWFS—Government-wide financial statements
HUD—U.S. Department of Housing and Urban Development
IAASB—International Auditing and Assurance Standards Board
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IASB—International Accounting Standards Board
IBNR—Incurred but not reported (claims)
IRC—Internal Revenue Code
MD&A—Management’s discussion and analysis
MFBA—Measurement focus and basis of accounting
NCGA—National Council on Governmental Accounting
NPO—Net pension obligation
NRMSIR—Nationally recognized municipal securities information repository
O&M—Expenses for operations and maintenance of plant
OCBOA—Comprehensive basis of accounting other than GAAP
OI—Other information
OMB—U.S. Office of Management and Budget
OPEB—Other postemployment benefits
PBC—Prepared by client
PCAOB—Public Company Accounting Oversight Board
PERS—Public Employees Retirement System
PFC—Passenger facility charge
PHA—Public housing authority
PILOT—Payment in lieu of taxes
QSTP—Qualified state tuition program
RFP—Request for proposals
RSI—Required supplementary information
SAS—Statement on Auditing Standards
SEC—Securities and Exchange Commission
SI—Supplementary information other than required supplementary information
SID—State information depository
SOP—Statement of Position by committees of the AICPA
SSAE—Statement on Standards for Attestation Engagements
SSCS—Statement on Standards for Consulting Services
TB—Technical Bulletins of GASB
UBIT—Federal unrelated business income taxes
UFRS—HUD’s Uniform Financial Reporting Standards
USDA—U.S. Department of Agriculture
Yellow Book—Government Auditing Standards, issued by the Comptroller
General of the United States
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Appendix D

Category B Guidance
As discussed in chapter 1, “Overview and Introduction,” Governmental Accounting Standards Board (GASB) Statement No. 55, The Hierarchy of Generally Accepted Accounting Principles for State and Local Governments, incorporates the hierarchy of generally accepted accounting principles (GAAP) for state
and local governments into GASB’s authoritative literature. It is intended to
make it easier for preparers of state and local government financial statements
to identify and apply the GAAP hierarchy, which consists of sources of accounting principles used in the preparation of financial statements so that they are
presented in conformity with GAAP and the framework for selecting those
principles. Category b guidance includes AICPA Industry Audit and Accounting
Guides specifically made applicable to state and local governmental entities by
the AICPA and cleared by GASB, such as this guide. This appendix lists the
category b guidance in this guide.
Location
Paragraph 1.01 and
footnote 4
Paragraph 5.10, last
sentence
Paragraph 5.28
Paragraph 5.30
Paragraph 6.78,
second sentence
Paragraph 8.16
Paragraph 8.44,
fourth sentence
Paragraph 8.76
Paragraph 8.104
Paragraph 8.106,
first sentence
Paragraph 11.16,
last sentence

Paragraph 12.31,
fourth sentence
Paragraph 12.85,
second sentence
Paragraph 12.121,
first sentence

Nature of Guidance
Definition of government
Annual calculation of an arbitrage liability
Overdrafts of internal investment pools and of cash
accounts
Interfund balances relating to agency funds with negative
cash balances
Reporting nonoperating revenue for certain nonexchange
revenues for operating purposes or for operating purposes
or capital outlay at the recipient’s discretion
When to report the issuance of debt
Reporting revenue for fees received for administering passthrough grants
Accounting for customer deposits for utility services
Accounting for payments to the refunding agent to both
current and advance refundings as other financing source
Definition of a commitment
Disclosure in the notes to the financial statements if a
budget is not adopted for the general or a major special
revenue fund because it is not legally required when a
government presents required budgetary comparison
information in the basic financial statements
Revenues and expenses that financing authorities should
report in their financial statements
Reporting nonoperating revenue for appropriations for
operating purposes or for operating purposes or capital
outlay at the recipient’s discretion
Accounting for lottery prize costs

(continued)
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Location
Paragraph 12.122
Paragraph 12.123,
first sentence
Paragraph 14.73,
first bullet, last
sentence

Appendix E
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Nature of Guidance
Accounting for prize liabilities for which annuities have
been purchased
Using present value to measure lottery prize liabilities
Disclosure in the notes to the financial statements if a
budget is not adopted for the general or a major special
revenue fund because it is not legally required when a
government presents required budgetary comparison
information in the basic financial statements
Statement of Position 98-2, Accounting for Costs of
Activities of Not-for-Profit Organizations and State and
Local Governmental Entities That Include Fund Raising
(AICPA, Technical Practice Aids, ACC sec. 10,730)
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Appendix E*

Statement of Position 98-2
Accounting for Costs of Activities of Not-for-Profit Organizations and
State and Local Governmental Entities That Include Fund Raising
March 11, 1998
NOTE
Statements of Position (SOPs) on accounting issues present the conclusions
of at least two-thirds of the Accounting Standards Executive Committee,
which is the senior technical body of the AICPA authorized to speak for the
AICPA in the areas of financial accounting and reporting. GASB Statement
No. 55, The Hierarchy of Generally Accepted Accounting Principles for State
and Local Governments, establishes a hierarchy of generally accepted
accounting principles applicable to state and local governmental entities
that indicates the level of authority of various sources.* Category (b)
guidance includes GASB Technical Bulletins and AICPA Industry Audit
and Accounting Guides and AICPA SOPs specifically made applicable to
state and local governmental entities by the AICPA and cleared by GASB.
SOP 98-2 has been specifically cleared by the GASB and is therefore
considered category (b) guidance.

Summary
This Statement of Position (SOP) applies to all nongovernmental not-forprofit organizations (NPOs) and all state and local governmental entities
that solicit contributions.
This SOP requires—

•

If the criteria of purpose, audience, and content as defined in this
SOP are met, the costs of joint activities that are identifiable with a
particular function should be charged to that function and joint costs
should be allocated between fund raising and the appropriate program or management and general function.

*
Please refer to the preface at the beginning of this guide for a detailed discussion of
Governmental Accounting Standards Board (GASB) Statement No. 62, Codification of Accounting and Financial Reporting Guidance Contained in Pre-November 30, 1989 FASB and AICPA
Pronouncements, and its effect on this guide. GASB Statement No. 62 is effective for periods
beginning after December 15, 2011, with earlier application encouraged. GASB Statement No.
62 incorporates guidance that previously could only be found in certain Financial Accounting
Standards Board (FASB) and AICPA pronouncements. In addition, GASB Statement No. 62
supersedes GASB Statement No. 20, Accounting and Financial Reporting for Proprietary Funds
and Other Governmental Entities That Use Proprietary Fund Accounting, as amended, and
amends or supersedes various other GASB and National Council on Governmental Accounting
(NCGA) standards and interpretations. The specific paragraphs and footnotes of the various
GASB and NCGA standards and interpretations that are amended or superseded upon the
effective date of GASB Statement No. 62 are identified in paragraph 4 of GASB Statement No.
62. Because the effective date for GASB Statement No. 62 is not until periods beginning after
December 15, 2011, and due to the fact there may be some governments that elect not to apply
the new statement early, references to FASB pronouncements and predecessor standardssetting organization pronouncements continue to be included throughout this guide. Such
references will be updated in this guide upon the effective date of GASB Statement No. 62.

AAG-SLV APP E

502

State and Local Governments

•

If any of the criteria of purpose, audience, and content are not met,
all costs of the activity should be reported as fund-raising costs,
including costs that otherwise might be considered program or management and general costs if they had been incurred in a different
activity, subject to the exception in the following sentence. Costs of
goods or services provided in exchange transactions that are part of
joint activities, such as costs of direct donor benefits of a special event
(for example, a meal), should not be reported as fund raising.

•
•

Certain financial statement disclosures if joint costs are allocated.
Some commonly used and acceptable allocation methods are described and illustrated although no methods are prescribed or prohibited.

This SOP amends existing guidance in AICPA Audit and Accounting Guides
Health Care Organizations, Not-for-Profit Organizations (which was issued
in August 1996 and supersedes SOP 87-2, Accounting for Joint Costs of Informational Materials and Activities of Not-for-Profit Organizations That Include a Fund-Raising Appeal, because the provisions of SOP 87-2 are incorporated into the Guide), and Audits of State and Local Governmental Units.*
This SOP is effective for financial statements for years beginning on or after
December 15, 1998. Earlier application is encouraged in fiscal years for
which financial statements have not been issued. If comparative financial
statements are presented, retroactive application is permitted but not required.

Foreword
The accounting guidance contained in this document has been cleared by
the Financial Accounting Standards Board (FASB) and the Governmental
Accounting Standards Board (GASB). The procedure for clearing accounting
guidance in documents issued by the Accounting Standards Executive Committee (AcSEC) involves the FASB and the GASB reviewing and discussing
in public board meetings (1) a prospectus for a project to develop a document, (2) a proposed exposure draft that has been approved by at least ten
of AcSEC’s fifteen members, and (3) a proposed final document that has
been approved by at least ten of AcSEC’s fifteen members. The document is
cleared if at least five of the seven FASB members and three of the five
GASB members do not object to AcSEC undertaking the project, issuing the
proposed exposure draft or, after considering the input received by AcSEC
as a result of the issuance of the exposure draft, issuing the final document.†
The criteria applied by the FASB and the GASB in their review of proposed
projects and proposed documents include the following:
*
The AICPA Audit and Accounting Guide State and Local Governments supersedes the
1994 AICPA Audit and Accounting Guide Audits of State and Local Governmental Units and
subsequent editions of that Guide with conforming changes made by the AICPA staff. The
AICPA Audit and Accounting Guide State and Local Governments provides guidance on the
application of this Statement of Position (SOP) to state and local governments. [Footnote added,
June 2004, to reflect conforming changes necessary due to the issuance of the AICPA Audit and
Accounting Guide State and Local Governments.]
†
This document was cleared prior to July 1, 1997. In July 1997, the GASB increased to
seven members. Documents considered by the GASB after July 1, 1997 are cleared if at least
four of the seven GASB members do not object. [Footnote renumbered, June 2004, to reflect
conforming changes necessary due to the issuance of the AICPA Audit and Accounting Guide
State and Local Governments.]
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1. The proposal does not conflict with current or proposed accounting
requirements, unless it is a limited circumstance, usually in specialized industry accounting, and the proposal adequately justifies the
departure.
2. The proposal will result in an improvement in practice.
3. The AICPA demonstrates the need for the proposal.
4. The benefits of the proposal are expected to exceed the costs of
applying it.
In many situations, prior to clearance, the FASB and the GASB will propose
suggestions, many of which are included in the documents.

Introduction
.01 Some nongovernmental not-for-profit organizations (NPOs) and some
state and local governmental entities,1 such as governmental colleges and
universities and governmental health care providers, solicit support through a
variety of fund-raising activities.2 These activities include direct mail, telephone solicitation, door-to-door canvassing, telethons, special events, and others. Sometimes fund-raising activities are conducted with activities related to
other functions, such as program activities or supporting services, such as
management and general activities.3 Sometimes fund-raising activities
include components that would otherwise be associated with program or
supporting services, but in fact support fund raising.
.02 External users of financial statements—including contributors, creditors, accreditation agencies, and regulators—want assurance that fund-raising
costs, as well as program costs and management and general costs, are stated
fairly.
.03 In 1987, the AICPA issued Statement of Position (SOP) 87-2, Accounting for Joint Costs of Informational Materials and Activities of Not-for-Profit
Organizations That Include a Fund-Raising Appeal.4 SOP 87-2 required that all
1
This Statement of Position (SOP) uses the term entity to refer to both nongovernmental
not-for-profit organizations (NPOs) and state and local governments.
2
Terms that appear in the Glossary [paragraph .30] are set in boldface type the first time
they appear.
3
The functional classifications of fund raising, program, and management and general are
discussed throughout this SOP for purposes of illustrating how the guidance in this SOP would
be applied by entities that use those functional classifications. Some entities have a functional
structure that does not include fund raising, program, or management and general, or that
includes other functional classifications, such as membership development. This SOP is not
intended to require reporting the functional classifications of fund raising, program, and
management and general. In circumstances in which entities that have a functional structure
that includes other functional classifications conduct joint activities, all costs of those joint
activities should be charged to fund raising (or the category in which fund raising is reported—
see the following two parenthetical sentences), unless the purpose, audience, and content of
those joint activities are appropriate for achieving those other functions. (An example of an
entity that reports fund raising in a category other than fund raising is a state and local
governmental entity applying the accounting and financial reporting principles in the AICPA
Industry Audit Guide Audits of Colleges and Universities, as amended by SOP 74-8. As
discussed in paragraph D.5 of this SOP [paragraph .24], those entities are required to report
fund raising as part of the “institutional support” function. See also footnote # to paragraph
D.5.) [Footnote revised, June 2004, to reflect conforming changes necessary due to the issuance
of GASB Statements No. 34 and No. 35.]
4
In August 1996, the AICPA issued the Audit and Accounting Guide Not-for-Profit Organizations. The Guide supersedes SOP 87-2, Accounting for Joint Costs of Informational
Materials and Activities of Not-for-Profit Organizations That Include a Fund-Raising Appeal,
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circumstances concerning informational materials and activities that include a
fund-raising appeal be considered in accounting for joint costs of those
materials and activities and that certain criteria be applied in determining
whether joint costs of those materials and activities should be charged to fund
raising or allocated to program or management and general. Those criteria
include requiring verifiable indications of the reasons for conducting the
activity, such as the content, audience, and action, if any, requested of the
participant, as well as other corroborating evidence. Further, SOP 87-2 required
that all joint costs of those materials and activities be charged to fund raising
unless the appeal is designed to motivate its audience to action other than
providing financial support to the organization.
.04 The provisions of SOP 87-2 have been difficult to implement and have
been applied inconsistently in practice. (Appendix B [paragraph .22], “Background,” discusses this further.)
.05 This SOP establishes financial accounting standards for accounting
for costs of joint activities. In addition, this SOP requires financial statement
disclosures about the nature of the activities for which joint costs have been
allocated and the amounts of joint costs. Appendix F [paragraph .26] provides
explanations and illustrations of some acceptable allocation methods.

Scope
.06 This SOP applies to all nongovernmental NPOs and all state and local
governmental entities that solicit contributions.

Conclusions
Accounting for Joint Activities
.07 If the criteria of purpose, audience, and content are met, the costs of
a joint activity that are identifiable with a particular function should be
charged to that function and joint costs should be allocated between fund
raising and the appropriate program or management and general function. If
any of the criteria are not met, all costs of the joint activity should be reported
as fund-raising costs, including costs that otherwise might be considered
program or management and general costs if they had been incurred in a
different activity, subject to the exception in the following sentence. Costs of
goods or services provided in exchange transactions that are part of joint
activities, such as costs of direct donor benefits of a special event (for example,
a meal), should not be reported as fund raising.

Purpose
.08 The purpose criterion is met if the purpose of the joint activity includes
accomplishing program or management and general functions. (Paragraphs .09
(footnote continued)
because the provisions of SOP 87-2 are incorporated into paragraphs 13.36 to 13.45 of
Not-for-Profit Organizations. Not-for-Profit Organizations applies to all nongovernmental NPOs
other than those required to follow the Audit and Accounting Guide Health Care Organizations.
The discussion in this SOP of SOP 87-2 refers to both SOP 87-2 and the guidance included in
paragraphs 13.36 to 13.45 of Not-for-Profit Organizations. Also, SOP 87-2 was not applicable
to entities that are within the scope of Governmental Accounting Standards Board (GASB)
Statement No. 29, The Use of Not-for-Profit Accounting and Financial Reporting Principles by
Governmental Entities.
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and .10 provide guidance that should be considered in determining whether the
purpose criterion is met. Paragraph .09 provides guidance pertaining to program functions only. Paragraph .10 provides guidance pertaining to both
program and management and general functions.)
.09 Program functions. To accomplish program functions, the activity
should call for specific action by the audience that will help accomplish the
entity’s mission. For purposes of applying the guidance in this SOP, the
following are examples of activities that do and do not call for specific action by
the audience that will help accomplish the entity’s mission:

•

An entity’s mission includes improving individuals’ physical health.
For that entity, motivating the audience to take specific action that
will improve their physical health is a call for specific action by the
audience that will help accomplish the entity’s mission. An example
of an activity that motivates the audience to take specific action that
will improve their physical health is sending the audience a brochure
that urges them to stop smoking and suggests specific methods,
instructions, references, and resources that may be used to stop
smoking.

•

An entity’s mission includes educating individuals in areas other
than the causes, conditions, needs, or concerns that the entity’s
programs are designed to address (referred to hereafter in this SOP
as “causes”). For that entity, educating the audience in areas other
than causes or motivating the audience to otherwise engage in
specific activities that will educate them in areas other than causes
is a call for specific action by the audience that will help accomplish
the entity’s mission. Examples of entities whose mission includes
educating individuals in areas other than causes are universities and
possibly other entities. An example of an activity motivating individuals to engage in education in areas other than causes is a
university inviting individuals to attend a lecture or class in which
the individuals will learn about the solar system.

•

Educating the audience about causes or motivating the audience to
otherwise engage in specific activities that will educate them about
causes is not a call for specific action by the audience that will help
accomplish the entity’s mission. Such activities are considered in
support of fund raising. (However, some educational activities that
might otherwise be considered as educating the audience about
causes may implicitly call for specific action by the audience that will
help accomplish the entity’s mission. For example, activities that
educate the audience about environmental problems caused by not
recycling implicitly call for that audience to increase recycling. If the
need for and benefits of the specific action are clearly evident from
the educational message, the message is considered to include an
implicit call for specific action by the audience that will help accomplish the entity’s mission.)

•

Asking the audience to make contributions is not a call for specific
action by the audience that will help accomplish the entity’s mission.

If the activity calls for specific action by the audience that will help accomplish
the entity’s mission, the guidance in paragraph .10 should also be considered
in determining whether the purpose criterion is met.
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.10 Program and management and general functions. The following factors should be considered, in the order in which they are listed,5 to determine
whether the purpose criterion is met:
a. Whether compensation or fees for performing the activity are based
on contributions raised. The purpose criterion is not met if a majority
of compensation or fees for any party’s performance of any component
of the discrete joint activity varies based on contributions raised for
that discrete joint activity.6, 7
b. Whether a similar program or management and general activity is
conducted separately and on a similar or greater scale. The purpose
criterion is met if either of the following two conditions is met:
(1) Condition 1:
— The program component of the joint activity calls for
specific action by the recipient that will help accomplish
the entity’s mission and
— A similar program component is conducted without the
fund-raising component using the same medium and on
a scale that is similar to or greater than the scale on
which it is conducted with the fund raising.8
(2) Condition 2:
A management and general activity that is similar to the
management and general component of the joint activity being
accounted for is conducted without the fund-raising component
using the same medium and on a scale that is similar to or
greater than the scale on which it is conducted with the fund
raising
If the purpose criterion is met based on the factor in paragraph .10b,
the factor in paragraph .10c should not be considered.

5
In considering the guidance in paragraph .10, the factor in paragraph .10a (the compensation or fees test) is the preeminent guidance. If the factor in paragraph .10a is not
determinative, the factor in paragraph .10b (whether a similar program or management and
general activity is conducted separately and on a similar or greater scale) should be considered.
If the factor in paragraph .10b is not determinative, the factor in paragraph .10c (other
evidence) should be considered.
6
Some compensation contracts provide that compensation for performing the activity is
based on a factor other than contributions raised, but not to exceed a specified portion of
contributions raised. For example, a contract may provide that compensation for performing the
activity is $10 per contact hour, but not to exceed 60 percent of contributions raised. In such
circumstances, compensation is not considered based on amounts raised, unless the stated
maximum percentage is met. In circumstances in which it is not yet known whether the stated
maximum percentage is met, compensation is not considered based on amounts raised, unless
it is probable that the stated maximum percentage will be met.
7
The compensation or fees test is a negative test in that it either (a) results in failing the
purpose criterion or (b) is not determinative of whether the purpose criterion is met. Therefore,
if the activity fails the purpose criterion based on this factor (the compensation or fees test),
the activity fails the purpose criterion and the factor in paragraph .10b should not be
considered. If the purpose criterion is not failed based on this factor, this factor is not
determinative of whether the purpose criterion is met and the factor in paragraph .10b should
be considered.
8
Determining the scale on which an activity is conducted may be a subjective determination. Factors to consider in determining the scale on which an activity is conducted may include
dollars spent, the size of the audience reached, and the degree to which the characteristics of
the audience are similar to the characteristics of the audience of the activity being evaluated.
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c. Other evidence. If the factors in paragraph .10a or .10b do not
determine whether the purpose criterion is met, other evidence may
determine whether the criterion is met. All available evidence, both
positive and negative, should be considered to determine whether,
based on the weight of that evidence, the purpose criterion is met.
.11 The following are examples of indicators that provide evidence for
determining whether the purpose criterion is met:
a. Evidence that the purpose criterion may be met includes—

•

Measuring program results and accomplishments of the activity. The facts may indicate that the purpose criterion is met if
the entity measures program results and accomplishments of
the activity (other than measuring the extent to which the
public was educated about causes).

•

Medium. The facts may indicate that the purpose criterion is
met if the program component of the joint activity calls for
specific action by the recipient that will help accomplish the
entity’s mission and if the entity conducts the program component without a significant fund-raising component in a different medium. Also, the facts may indicate that the purpose
criterion is met if the entity conducts the management and
general component of the joint activity without a significant
fund-raising component in a different medium.

b. Evidence that the purpose criterion may not be met includes—

•

Evaluation or compensation. The facts may indicate that the
purpose criterion is not met if (a) the evaluation of any party’s
performance of any component of the discrete joint activity
varies based on contributions raised for that discrete joint
activity or (b) some, but less than a majority, of compensation
or fees for any party’s performance of any component of the
discrete joint activity varies based on contributions raised for
that discrete joint activity.

c. Evidence that the purpose criterion may be either met or not met
includes—

•

Evaluation of measured results of the activity. The entity may
have a process to evaluate measured program results and
accomplishments of the activity (other than measuring the
extent to which the public was educated about causes). If the
entity has such a process, in evaluating the effectiveness of the
joint activity, the entity may place significantly greater weight
on the activity’s effectiveness in accomplishing program goals
or may place significantly greater weight on the activity’s
effectiveness in raising contributions. The former may indicate
that the purpose criterion is met. The latter may indicate that
the purpose criterion is not met.

•

Qualifications. The qualifications and duties of those performing the joint activity should be considered.

—

If a third party, such as a consultant or contractor, performs part or all of the joint activity, such as producing
brochures or making telephone calls, the third party’s
experience and the range of services provided to the
entity should be considered in determining whether the
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third party is performing fund-raising, program (other
than educating the public about causes), or management
and general activities on behalf of the entity.

—

•

If the entity’s employees perform part or all of the joint
activity, the full range of their job duties should be
considered in determining whether those employees are
performing fund-raising, program (other than educating
the public about causes), or management and general
activities on behalf of the entity. For example, (a) employees who are not members of the fund-raising department
and (b) employees who are members of the fund-raising
department but who perform non-fund-raising activities
are more likely to perform activities that include program
or management and general functions than are employees who otherwise devote significant time to fund raising.

Tangible evidence of intent. Tangible evidence indicating the
intended purpose of the joint activity should be considered.
Examples of such tangible evidence include

—

The entity’s written mission statement, as stated in its
fund-raising activities, bylaws, or annual report.

—

Minutes of board of directors’, committees’, or other meetings.

—

Restrictions imposed by donors (who are not related
parties) on gifts intended to fund the joint activity.

—
—

Long-range plans or operating policies.

—

Internal management memoranda.

Written instructions to other entities, such as script
writers, consultants, or list brokers, concerning the purpose of the joint activity, audience to be targeted, or
method of conducting the joint activity.

Audience
.12 A rebuttable presumption exists that the audience criterion is not met
if the audience includes prior donors or is otherwise selected based on its ability
or likelihood to contribute to the entity. That presumption can be overcome if
the audience is also selected for one or more of the reasons in paragraph .13a,
.13b, or .13c. In determining whether that presumption is overcome, entities
should consider the extent to which the audience is selected based on its ability
or likelihood to contribute to the entity and contrast that with the extent to
which it is selected for one or more of the reasons in paragraph .13a, .13b, or
.13c. For example, if the audience’s ability or likelihood to contribute is a
significant factor in its selection and it has a need for the action related to the
program component of the joint activity, but having that need is an insignificant
factor in its selection, the presumption would not be overcome.
.13 In circumstances in which the audience includes no prior donors and
is not otherwise selected based on its ability or likelihood to contribute to the
entity, the audience criterion is met if the audience is selected for one or more
of the following reasons:
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a. The audience’s need to use or reasonable potential for use of the
specific action called for by the program component of the joint
activity
b. The audience’s ability to take specific action to assist the entity in
meeting the goals of the program component of the joint activity
c. The entity is required to direct the management and general component of the joint activity to the particular audience or the audience
has reasonable potential for use of the management and general
component

Content
.14 The content criterion is met if the joint activity supports program or
management and general functions, as follows:
a. Program. The joint activity calls for specific action by the recipient
that will help accomplish the entity’s mission. If the need for and
benefits of the action are not clearly evident, information describing
the action and explaining the need for and benefits of the action is
provided.
b. Management and general. The joint activity fulfills one or more of the
entity’s management and general responsibilities through a component of the joint activity.9
.15 Information identifying and describing the entity, causes, or how the
contributions provided will be used is considered in support of fund raising.

Allocation Methods
.16 The cost allocation methodology used should be rational and systematic, it should result in an allocation of joint costs that is reasonable, and it
should be applied consistently given similar facts and circumstances.

Incidental Activities
.17 Some fund-raising activities conducted in conjunction with program or
management and general activities are incidental to such program or management and general activities. For example, an entity may conduct a fundraising activity by including a generic message, “Contributions to Organization
X may be sent to [address]” on a small area of a message that would otherwise
be considered a program or management and general activity based on its
purpose, audience, and content. That fund-raising activity likely would be
considered incidental to the program or management and general activity being
conducted. Similarly, entities may conduct program or management and general activities in conjunction with fund-raising activities that are incidental to
such fund-raising activities. For example, an entity may conduct a program
activity by including a generic program message such as “Continue to pray for
[a particular cause]” on a small area of a message that would otherwise be
considered fund raising based on its purpose, audience, and content. That
program activity would likely be considered incidental to the fund-raising
9
Some states or other regulatory bodies require that certain disclosures be included when
soliciting contributions. For purposes of applying the guidance in this SOP, communications
that include such required disclosures are considered fund-raising activities and are not
considered management and general activities.
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activity being conducted. Similarly, an entity may conduct a management and
general activity by including a brief management and general message—“We
recently changed our phone number. Our new number is 123-4567”—on a small
area of a message that would otherwise be considered a program or fund-raising
activity based on its purpose, audience, and content. That management and
general activity would likely be considered incidental to the program or
fund-raising activity being conducted. In circumstances in which a fundraising, program, or management and general activity is conducted in conjunction with another activity and is incidental to that other activity, and the
conditions in this SOP for allocation are met, joint costs are permitted but not
required to be allocated and may therefore be charged to the functional
classification related to the activity that is not the incidental activity. However,
in circumstances in which the program or management and general activities
are incidental to the fund-raising activities, it is unlikely that the conditions
required by this SOP to permit allocation of joint costs would be met.

Disclosures
.18 Entities that allocate joint costs should disclose the following in the
notes to their financial statements:
a. The types of activities for which joint costs have been incurred
b. A statement that such costs have been allocated
c. The total amount allocated during the period and the portion allocated to each functional expense category
.19 This SOP encourages, but does not require, that the amount of joint
costs for each kind of joint activity be disclosed, if practical.

Effective Date
.20 This SOP is effective for financial statements for years beginning on
or after December 15, 1998. Earlier application is encouraged in fiscal years for
which financial statements have not been issued. If comparative financial
statements are presented, retroactive application is permitted but not required.
The provisions of this Statement of Position need not be applied to
immaterial items.
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Appendix A
Accounting for Joint Activities10

10
Note: This flowchart summarizes certain guidance in this SOP and is not intended as a
substitute for the SOP.
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Appendix B
Background
B.1. As stated in paragraph .04, the provisions of Statement of Position
(SOP) 87-2, Accounting for Joint Costs of Informational Materials and Activities
of Not-for-Profit Organizations That Include a Fund-Raising Appeal, have been
difficult to implement and applied inconsistently in practice. That difficulty has
been due in part to the following:

•

The second sentence of paragraph 1 of SOP 87-2 stated that “some of
the costs incurred by such organizations are clearly identifiable with
fundraising, such as the cost of fund-raising consulting services.” It
is unclear whether activities that would otherwise be considered
program activities should be characterized as program activities if
they are performed or overseen by professional fund raisers. Also, it
is unclear whether activities would be reported differently (for example, as program rather than fund raising) depending on whether
the fund-raising consultant is compensated by a predetermined fee or
by some other method, such as a percentage of contributions raised.

•

SOP 87-2 was unclear about whether allocation of costs to fundraising expense is required if the activity for which the costs were
incurred would not have been undertaken without the fund-raising
component.

•

SOP 87-2 defined joint costs through examples, and it is therefore
unclear what kinds of costs were covered by SOP 87-2. For example,
it is unclear whether salaries and indirect costs can be joint costs.

•

Some believe the guidance in SOP 87-2 was inadequate to determine
whether joint activities, such as those that request contributions and
also list the warning signs of a disease, are designed to motivate their
audiences to action other than to provide contributions to the entity.
It is unclear what attributes the targeted audience should possess in
order to conclude that a program function is being conducted.

B.2. In 1992, the Accounting Standards Executive Committee (AcSEC)
undertook a project to supersede SOP 87-2, to provide clearer guidance than
that provided by SOP 87-2, as well as to provide guidance that would improve
on the guidance in SOP 87-2. In September 1993, AcSEC released an exposure
draft of a proposed SOP, Accounting for Costs of Materials and Activities of
Not-for-Profit Organizations and State and Local Governmental Entities That
Include a Fund-Raising Appeal, for public comment. AcSEC received more than
300 comment letters on the exposure draft. AcSEC redeliberated the issues
based on the comments received.
B.3. In 1996, after redeliberating the issues based on the comments
received and making certain revisions to the draft SOP, AcSEC conducted a
field test of the draft SOP. The objectives of the field test were to determine
whether the provisions of the draft SOP were sufficiently clear and definitive
to generate consistent and comparable application of the SOP. Based on the
field test results, AcSEC concluded that the provisions of the draft SOP, with
certain revisions, were sufficiently clear and definitive to generate consistent
and comparable application of the SOP.
B.4. Some respondents who commented on the exposure draft, as well as
some interested parties who followed the project through its due process
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subsequent to the exposure draft, commented that the SOP should be reexposed
for public comment. Reasons cited include:

•

Approximately three years had passed between the end of the comment period and AcSEC’s decision to issue the SOP.

•

AcSEC made significant revisions to the SOP subsequent to releasing
the exposure draft for comment.

Considering whether a proposed standard should be reexposed for public
comment is inherently a subjective process. Factors that AcSEC considered
include—

•

The significance of changes made to the exposure draft and whether
those changes result in guidance that the public did not have an
opportunity to consider.

•

Whether the scope was revised in such a way that affected entities
did not have an opportunity to comment.

•

New information about or changes in the nature of the transactions
being considered, practice, or other factors.

AcSEC believes that the length of time between exposure and final issuance is
not pertinent to whether the SOP should be reexposed for public comment.
B.5. Based on consideration of the factors identified, AcSEC believes that
the SOP should not be reexposed for public comment. AcSEC notes that
although the SOP has been revised based on comments received on the
exposure draft, those revisions do not change the overall model in the SOP.
Those revisions were made primarily to clarify the SOP and improve its
operationality. Further, AcSEC believes that the project received a high level of
attention from interested parties. AcSEC provided working drafts to interested
parties and those parties provided input throughout the process, up to and
including the Financial Accounting Standard Board’s and the Governmental
Accounting Standards Board’s clearance of the SOP for issuance.
B.6. Appendix C [paragraph .23] discusses the key issues in the exposure
draft and comments received on those issues, as well as the basis for AcSEC’s
conclusions on those and certain other issues.
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Appendix C
Basis for Conclusions
C.1. This section discusses considerations that were deemed significant by
members of the Accounting Standards Executive Committee (AcSEC) in reaching the conclusions in this Statement of Position (SOP). It includes reasons for
accepting certain views and rejecting others. Individual AcSEC members gave
greater weight to some factors than to others.

Overall Framework
C.2. This SOP uses the model in SOP 87-2, Accounting for Joint Costs of
Informational Materials and Activities of Not-for-Profit Organizations That
Include a Fund-Raising Appeal, as a starting point and clarifies guidance that
was unclear, provides more detailed guidance, revises some guidance, and
expands the scope of costs covered to include all costs of joint activities. The
model established by SOP 87-2 was to account for joint costs as fund raising
unless an entity could demonstrate that a program or management and general
function had been conducted. SOP 87-2 used verifiable indications of the
reasons for conducting the activity, such as content, audience, the action
requested, if any, and other corroborating evidence as a basis for determining
whether a program or management and general function had been conducted.
C.3. On an overall basis, the majority of respondents who commented on
the September 1993 exposure draft of a proposed SOP, Accounting for Costs of
Materials and Activities of Not-for-Profit Organizations and State and Local
Governmental Entities That Include a Fund-Raising Appeal, opposed it, for
various reasons, including the following:

•

The guidance in SOP 87-2 is operational, results in sound financial
reporting, and should be retained.

•
•

The guidance in SOP 87-2 should be retained but clarified.
The guidance proposed in the exposure draft should be revised. (Some
commented that it overstates fund raising; others commented that it
understates fund raising.)

C.4. AcSEC concluded that it supports the model in the exposure draft,
subject to certain revisions. AcSEC believes that this SOP provides clear,
detailed accounting guidance that, when applied, will increase comparability of
financial statements. Those statements will also include more meaningful
disclosures without incurring increased costs.
C.5. Some respondents commented that the model in the exposure draft
would adversely affect entities both financially and operationally. Various
reasons were given, including the following:

•

It would inhibit the ability of entities, particularly small entities and
entities that raise contributions through direct solicitations, to generate the necessary revenue to perform their program services.

•

Most entities would not meet the criteria in this SOP for reporting
costs of joint activities as program or management and general,
because they must combine their mission statements, public information and education, and fund-raising appeals due to a lack of
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resources. Some noted that this may result in unsatisfactory ratings
from public watchdog groups.
AcSEC did not find these arguments compelling. This SOP provides accounting
guidance; it provides no guidance concerning how entities should undertake
their activities. Also, this SOP does not prohibit allocation merely because
activities carrying out different functions are combined. In fact, this SOP
provides guidance for reporting costs as program or management and general
in circumstances in which those activities are combined with fund-raising.
Moreover, actions taken by financial statement users are not the direct result
of the requirements of this SOP. Rather, those actions may result from more
relevant and useful information on which to base decisions.
C.6. Some respondents commented that the exposure draft is biased
toward reporting expenses as fund raising. AcSEC believes that determining
whether the costs of joint activities should be classified as program, management and general, or fund raising sometimes is difficult, and such distinctions
sometimes are subject to a high degree of judgment. AcSEC believes that
external financial statement users focus on and have perceptions about amounts
reported as program, management and general, and fund raising. That focus
and those perceptions provide incentives for entities to report expenses as
program or management and general rather than fund raising. Therefore, in
circumstances in which joint activities are conducted, a presumption exists that
expenses should be reported as fund raising rather than as program or
management and general. The criteria in this SOP provide guidance for entities
to overcome that presumption.

Accounting for Joint Activities
C.7. This SOP requires that if any of the criteria of purpose, audience, and
content are not met, all costs of the activity should be reported as fund raising,
including costs that otherwise might be considered program or management
and general costs if they had been incurred in a different activity, subject to the
exception in the following sentence. Costs of goods or services provided in
exchange transactions that are part of joint activities, such as costs of direct
donor benefits of a special event (for example, a meal), should not be reported
as fund raising. (This SOP expands on the model established by SOP 87-2 by
including all costs of joint activities other than costs of goods or services
provided in exchange transactions, rather than merely joint costs.) AcSEC
believes that the criteria of purpose, audience, and content are each relevant in
determining whether a joint activity should be reported as fund raising,
program, or management and general because each provides significant evidence about the benefits expected to be obtained by undertaking the activity.
C.8. Some respondents commented that reporting costs that otherwise
might be considered program or management and general costs if they had been
incurred in a different activity as fund raising is misleading and that the scope
of the SOP should include only joint costs of joint activities. Some commented
that reporting costs that otherwise might be considered program or management and general costs if they had been incurred in a different activity as fund
raising conflicts with Financial Accounting Standards Board (FASB) Statement
of Financial Accounting Standards No. 117, Financial Statements of Not-forProfit Organizations, which defines fund raising, program, and management
and general and requires not-for-profit organizations (NPOs) to report information about expenses using those functional classifications.
C.9. AcSEC believes that the purpose for which costs other than joint costs
are incurred may be fund raising, program, or management and general,
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depending on the context in which they are used in the activity undertaken. For
example, a program-related pamphlet may be sent to an audience in need of the
program. In that context, the pamphlet is used for program purposes. However,
in order to demonstrate to potential donors that the entity’s programs are
worthwhile, that same pamphlet may be sent to an audience that is likely to
contribute, but that has no need or reasonable potential for use of the program.
In that context, the pamphlet is used for fund raising. AcSEC believes this
broader scope will result in more comparability and more meaningful financial
reporting by covering all costs of activities that include fund raising and by
assigning those costs to the function for which they are incurred, consistent
with the guidance in Statement No. 117.
C.10. AcSEC believes that costs of goods or services provided in exchange
transactions should not be charged to fund raising because those costs are
incurred in exchange for revenues other than contributions.

Criteria of Purpose, Audience, and Content
Call For Action
C.11. The definition of program in FASB Statement No. 117 includes
public education. As noted in paragraph C.6, AcSEC believes that in circumstances in which joint activities are conducted, a presumption exists that
expenses should be reported as fund raising rather than as program or
management and general. AcSEC believes that in order to overcome that
presumption, it is not enough that (a) the purpose of the activity include
educating the public about causes, (b) the audience has a need or reasonable
potential for use of any educational component of the activity pertaining to
causes, or (c) the audience has the ability to assist the entity in meeting the
goals of the program component of the activity by becoming educated about
causes. Therefore, AcSEC concluded that for purposes of this SOP, in order to
conclude that the criteria of purpose, audience, and content are met program
activities are required to call for specific action by the recipient (other than
becoming educated about causes) that will help accomplish the entity’s mission.
As discussed in paragraph .09, in certain circumstances educational activities
may call for specific action by the recipient that will help accomplish the entity’s
mission.

Purpose
C.12. AcSEC believes meeting the purpose criterion demonstrates that the
purpose of the activity includes accomplishing program or management and
general functions. Inherent in the notion of a joint activity is that the activity
has elements of more than one function. Accordingly, the purpose criterion
provides guidance for determining whether the purpose of the activity includes
accomplishing program or management and general functions in addition to
fund raising.

Compensation and Evaluation Tests
C.13. The exposure draft proposed that all costs of the joint activity should
be charged to fund raising if (a) substantially all compensation or fees for
performing the activity are based on amounts raised or (b) the evaluation of the
party performing the activity is based on amounts raised. Some respondents
commented that basing the method of compensation or evaluating the performance of the party performing the activity based on contributions raised should
not lead to the conclusion that all costs of the activity should be charged to fund
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raising. Others commented that the method of compensation is unrelated to
whether the purpose criterion is met. The reasons given included the following:

•

It is counterintuitive to imply that those performing multipurpose
activities that include fund raising would not be compensated or
evaluated based on amounts raised.

•

Such guidance would create a bias toward entities that use employees to raise contributions and against entities that hire professional
fund raisers and public relations firms and is therefore not neutral.

Some respondents gave examples of circumstances in which substantially all
compensation is based on contributions raised and asserted that the activity
was nevertheless a program activity. In each of those examples, AcSEC considered all the facts presented and concluded that the activity was fund raising.
C.14. AcSEC continues to support the spirit of the proposed guidance,
because AcSEC believes that basing a majority of compensation on funds raised
is persuasive evidence that the activity is a fund-raising activity. Nevertheless,
AcSEC believes that the proposed guidance was unclear and would be difficult
to implement, primarily because of the broad definition of “based on contributions raised” included in the glossary of the exposure draft. In connection with
that issue, AcSEC was concerned that any joint activities performed by a
fund-raising department or by individuals whose duties include fund raising,
such as executive officers of small NPOs who are employed based on their
ability to raise contributions, would be required to be reported as fund raising
because the compensation of the parties performing those activities is based on
amounts raised. Also, AcSEC had concerns that it would be difficult to determine whether fixed contract amounts were negotiated based on expected
contributions. Therefore, AcSEC concluded that the compensation test should
be revised to provide that the purpose criterion is not met if a majority of
compensation or fees for any party’s performance of any component of the
discrete joint activity varies based on contributions raised for that discrete joint
activity. AcSEC believes that guidance is sound and is operational.
C.15. AcSEC believes that the guidance in paragraph .10a is not biased
against entities that hire professional fund raisers, because it applies to the
entity’s employees as well as professional fund raisers. For example, if a
majority of an employee’s compensation or fees for performing a component of
a discrete joint activity varies based on contributions raised for that discrete
joint activity, the purpose criterion is not met.

Similar Function-Similar Medium Test
C.16. Some respondents misinterpreted the exposure draft as providing
that, in order to meet the purpose criterion, the program or management and
general activity must be conducted without the fund-raising component, using
the same medium and on a scale that is similar to or greater than the program
or management and general component of the activity being accounted for. That
was not a requirement proposed by the exposure draft. The exposure draft
proposed that meeting that condition would result in meeting the purpose
criterion. Failing the criterion merely leads to consideration of other evidence,
such as the indicators in paragraph .11. AcSEC has revised the SOP to state
this more clearly.

Other Evidence
C.17. The compensation test and the similar function-similar medium test
may not always be determinative because the attributes that they consider may
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not be present. Therefore, this SOP includes indicators that should be considered in circumstances in which the compensation test and the similar functionsimilar medium test are not determinative. The nature of those indicators is
such that they may be present in varying degrees. Therefore, all available
evidence, both positive and negative, should be considered to determine whether,
based on the weight of that evidence, the purpose criterion is met.

Audience
C.18. The exposure draft proposed that if the audience for the materials
or activities is selected principally on its ability or likelihood to contribute, the
audience criterion is not met and all the costs of the activity should be charged
to fund raising. Further, the exposure draft proposed that if the audience is
selected principally based on its need for the program or because it can assist
the entity in meeting its program goals other than by financial support provided
to the entity, the audience criterion is met. Some respondents commented that
that audience criterion is too narrow, because it is based on the principal reason
for selecting the audience. They asserted that for some activities no principal
reason exists for selecting an audience; entities select the audience for those
activities for multiple reasons, such as both the audience’s ability to contribute
and its ability to help meet program goals. Some commented that for some
activities, entities select audiences that have provided past financial support
because, by providing financial support, those audiences have expressed an
interest in the program.
C.19. AcSEC believes that meeting the audience criterion should demonstrate that the audience is selected because it is a suitable audience for
accomplishing the activity’s program or management and general functions.
Therefore, the reasons for selecting the audience should be consistent with the
program or management and general content of the activity. However, AcSEC
believes it is inherent in the notion of joint activities that the activity has
elements of more than one function, including fund raising, and acknowledges
that it may be difficult to determine the principal reason for selecting the
audience. Accordingly, AcSEC concluded that if the audience includes prior
donors or is otherwise selected based on its ability or likelihood to contribute,
a rebuttable presumption should exist that the audience was selected to raise
funds. AcSEC believes that the reasons for selecting the audience that can
overcome that presumption, which are included in paragraph .13 of this SOP,
demonstrate that the audience is selected because it is a suitable audience for
accomplishing the activity’s program or management and general functions
based on the program or management and general content of the activity.

Content
C.20. AcSEC believes that meeting the content criterion demonstrates
that the content of the activity supports program or management and general
functions. AcSEC believes that accounting guidance should not impose value
judgments about whether the entity’s mission, programs, and responsibilities
are worthwhile. Therefore, whether the content criterion is met depends on the
relationship of the content to the entity’s mission, programs, and management
and general responsibilities.
C.21. Paragraph .14 provides that, to meet the content criterion, program
activities should call for specific action by the recipient that will help accomplish the entity’s mission. The exposure draft proposed that slogans, general
calls to prayer, and general calls to protest do not meet the content criterion;
some respondents disagreed. AcSEC concluded that this SOP should be silent
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concerning whether slogans, general calls to prayer, and general calls to protest
are calls to action that meet the content criterion. AcSEC believes that determining whether those items are calls to action that meet the content criterion
requires judgments based on the particular facts and circumstances.
C.22. Some respondents commented that educating the public about causes
without calling for specific action should satisfy the content criterion. They
noted that this is particularly relevant for NPOs subject to Internal Revenue
Code (IRC) Section 501(c)4, because those NPOs are involved in legislative
reform. Also, some noted that it may be the entity’s mission or goal to educate
the public about causes. They believe that, in those cases, the NPO’s program
is to educate the public about causes without necessarily calling for specific
action by the recipient.
C.23. As discussed in paragraph C.11, AcSEC concluded that education
that does not motivate the audience to action is in fact done in support of fund
raising. However, this SOP acknowledges that some educational messages
motivate the audience to specific action, and those messages meet the content
criterion. AcSEC believes that that provision will result in the activities of some
NPOs subject to IRC Section 501(c)4 (and some other entities, whose mission
or goal is to educate the public) meeting the content criterion.
C.24. Paragraph .13c provides that one way that the audience criterion is
met is if the entity is required to direct the management and general component
of the activity to the particular audience. Further, as discussed in paragraph
D.13, in Discussion of Conclusions, an audience that includes prior donors and
is selected because the entity is required to send them certain information to
comply with requirements of the Internal Revenue Service (IRS) is an example
of an audience that is selected because the entity is required to direct the
management and general component of the activity to that audience. Paragraph .14b provides that one way that the content criterion is met is if the
activity fulfills one or more of the entity’s management and general responsibilities through a component of the joint activity. However, footnote 9 to
paragraph .14b provides that disclosures made when soliciting contributions to
comply with requirements of states or other regulatory bodies are considered
fund-raising activities, and are not considered management and general activities. AcSEC considered whether it is inconsistent to conclude both that (a)
activities conducted to comply with requirements of regulatory bodies concerning contributions that have been received are management and general activities, and that (b) activities conducted to comply with requirements of regulatory
bodies concerning soliciting contributions are fund-raising activities. AcSEC
believes that those provisions are not inconsistent. AcSEC believes there is a
distinction between (a) requirements that must be met as a result of receiving
contributions and (b) requirements that must be met in order to solicit contributions. AcSEC believes that activities that are undertaken as a result of
receiving contributions are management and general activities while activities
that are undertaken in order to solicit contributions are fund-raising activities.

Incidental Activities
C.25. Many entities conduct fund-raising activities in conjunction with
program or management and general activities that are incidental to such
program or management and general activities. Similarly, entities may conduct
program or management and general activities in conjunction with fundraising activities that are incidental to such fund-raising activities. Such efforts
may be a practical and efficient means for entities to conduct activities,
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although the principal purpose of the activity may be to fulfill either fundraising, program, or management and general functions. The exposure draft
proposed that incidental activities need not be considered in applying this SOP.
Some respondents disagreed with that guidance, while others commented that
it was confusing. AcSEC continues to support that guidance. AcSEC believes
that guidance is necessary to avoid requiring complex allocations in circumstances in which the criteria of purpose, audience, and content are met but the
activity is overwhelmingly either fund raising, program, or management and
general.

Allocation Methods
C.26. Respondents had various comments concerning allocation methods,
including the following:

•

The SOP should focus on allocation methods rather than on circumstances in which entities should allocate.

•
•

The SOP should prescribe allocation methods.

•
•

The approach taken in the SOP—discussing, rather than requiring or
prohibiting allocation methods—is sound.
Certain allocation methods should be prohibited.
The SOP should set maximum allocation percentages.

AcSEC believes that no particular allocation method or methods are necessarily
more desirable than other methods in all circumstances. Therefore, this SOP
neither prescribes nor prohibits any particular allocation methods. AcSEC
believes entities should apply the allocation methods that result in the most
reasonable cost allocations for their activities. Appendix F [paragraph .26] of
this SOP illustrates several allocation methods, any one of which may result in
a reasonable or unreasonable allocation of costs in particular circumstances.
The methods illustrated are not the only acceptable methods. However, AcSEC
believes that the methods illustrated in this SOP are among those most likely
to result in meaningful cost allocations.
C.27. Accounting Principles Board (APB) Opinion No. 20, Accounting
Changes, states in paragraph 7 that “the term accounting principle includes ‘not
only accounting principles and practices but also the methods of applying
them.’” APB Opinion 20 also states in paragraphs 15 and 16 that
...In the preparation of financial statements there is a presumption
that an accounting principle once adopted should not be changed in
accounting for events and transactions of a similar type....The presumption that an entity should not change an accounting principle
may be overcome only if the enterprise justifies the use of an
alternative acceptable accounting principle [allocation method] on
the basis that it is preferable.
A change in cost allocation methodology may be a change in accounting
principle for entities covered by this SOP. Accordingly, paragraph .16 of this
SOP provides that the cost allocation methodology used should be applied
consistently, given similar facts and circumstances.

Disclosures
C.28. Respondents made various comments concerning the required and
encouraged disclosures, including recommendations for additional disclosures
and recommendations that certain disclosures be deleted. AcSEC was not
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persuaded that the costs of the other disclosures recommended by respondents
are justified by their benefits. AcSEC believes that, with the exception of one
disclosure, the disclosures prescribed by the exposure draft provide relevant
information about the kinds of activities for which joint costs have been
incurred and the manner in which those costs are reported in the financial
statements. In considering disclosures proposed by the exposure draft about the
allocation method, AcSEC observed that there are no requirements to disclose
methods of allocating other expenses and questioned the utility of disclosing the
allocation method in this circumstance. AcSEC concluded that the requirement
to disclose the allocation method should be deleted.
C.29. Paragraph .19 encourages, but does not require, certain disclosures.
AcSEC believes those disclosures provide useful information but that they
should be encouraged rather than required because the costs of making them
may not be justified by the benefits in all cases.

Effective Date
C.30. Some respondents commented that the effective date should be
deferred. AcSEC believes that the accounting systems required to implement
this SOP are already in place and that implementation should be relatively
straightforward. However, AcSEC acknowledges that some entities may change
their operations based on the reporting that would result from this SOP.
Therefore, AcSEC concluded that this SOP should be effective for financial
statements for years beginning on or after December 15, 1998.

Cost-Benefit
C.31. Some respondents commented that the guidance would increase
record keeping costs. AcSEC believes that implementing this SOP will not
significantly increase record keeping costs, which are primarily the costs of
documenting reasons for undertaking joint activities. Further, AcSEC believes
that the costs of making the disclosures required by this SOP should be
minimal, because entities should already have the information that is required
to be disclosed. AcSEC believes that implementing this SOP will result in more
relevant, meaningful, and comparable financial reporting and that the cost of
implementing this SOP will be justified by its benefits.
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Appendix D
Discussion of Conclusions
Scope
D.1. This Statement of Position (SOP) applies only to costs of joint activities. It does not address allocations of costs in other circumstances.

Reporting Models and Related Requirements
D.2. Paragraph 26 of Financial Accounting Standards Board (FASB) Statement of Financial Accounting Standards No. 117, Financial Statements of
Not-for-Profit Organizations, specifies that a statement of activities or notes to
the financial statements should provide information about expenses reported
by their functional classification, such as major classes of program services and
supporting activities. Paragraph 13.34 of the AICPA Audit and Accounting
Guide Not-for-Profit Organizations provides that the financial statements of
not-for-profit organizations (NPOs) should disclose the total fund-raising expenses. [Revised, June 2004, to reflect conforming changes necessary due to
conforming changes made to the AICPA Audit and Accounting Guide Not-forProfit Organizations.]
D.3. Governmental Accounting Standards Board (GASB) Statement No.
29, The Use of Not-for-Profit Accounting and Financial Reporting Principles by
Governmental Entities, provides that governmental entities should not change
their accounting and financial reporting to apply the provisions of FASB
Statements No. 116, Accounting for Contributions Received and Contributions
Made, and No. 117. GASB Statement No. 29 permits governmental entities that
have applied the accounting and financial reporting principles in SOP 78-10,
Accounting Principles and Reporting Practices for Certain Nonprofit Organizations, or in the AICPA Industry Audit Guide Audits of Voluntary Health and
Welfare Organizations modified by all applicable FASB pronouncements issued
through November 30, 1989, and by most applicable GASB pronouncements) to
continue to do so, pending GASB pronouncements on the accounting and
financial reporting model for governmental entities. Alternatively, those governmental entities are permitted to change to the current governmental
financial reporting model.‡
D.4. GASB Statement No. 15, Governmental College and University Accounting and Financial Reporting Models, requires governmental colleges and
universities to use one of two accounting and financial reporting models. One
model, referred to as the “AICPA College Guide Model,” encompasses the
accounting and financial reporting guidance in the 1973 AICPA Industry Audit
Guide Audits of Colleges and Universities, as amended by SOP 74-8, Financial
Accounting and Reporting by Colleges and Universities, and as modified by
applicable FASB pronouncements issued through November 30, 1989, and all
‡
GASB Statement No. 34, Basic Financial Statements—and Management’s Discussion and
Analysis—for State and Local Governments, supersedes the provisions of GASB Statement No.
29, The Use of Not-for-Profit Accounting and Financial Reporting Principles by Governmental
Entities, relating to the use of the AICPA Not-for-Profit model. See GASB Statement No. 34,
including paragraph 147. The AICPA Audit and Accounting Guide State and Local Governments
provides guidance on the application of this SOP to state and local governments. [Footnote
revised, June 2004, to reflect conforming changes necessary due to the issuance of GASB
Statement No. 34.]
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applicable GASB pronouncements. (The other model, referred to as the “Governmental Model,” is based on the pronouncements of the National Council on
Governmental Accounting [NCGA] and the GASB.)||
D.5. For state and local governmental entities, some are required to report
expenses by function using the functional classifications of program, management and general, and fund raising. Other state and local governmental entities
that report expenses or expenditures by function have a functional structure
that does not include fund raising, program, or management and general. Still
other state and local governmental entities do not report expenses or expenditures by function. Examples of those various reporting requirements are as
follows:#

•

Entities applying the accounting and financial reporting principles in
the AICPA Industry Audit Guide Audits of Voluntary Health and
Welfare Organizations, as well as those that follow SOP 78-10 and
that receive significant amounts of contributions from the public, are
required to report separately the costs of the fund-raising, program,
and management and general functions.

•

Entities applying the accounting and financial reporting principles in
the AICPA Industry Audit Guide Audits of Colleges and Universities,
as amended by SOP 74-8, are required to report fund raising as part
of the “institutional support” function.

D.6. As discussed in footnote 3 to paragraph .01 of this SOP, this SOP is
not intended to require reporting the functional classifications of fund raising,
program, and management and general. Rather, those functional classifications
are discussed throughout this SOP for purposes of illustrating how the guidance in this SOP would be applied by entities that use those functional
classifications. Entities that do not use the functional classifications of fund
raising, program, and management and general should apply the guidance in
this SOP for purposes of accounting for joint activities, using their reporting
model. For example, some entities may conduct membership-development
activities. As discussed in the Glossary [paragraph .30] of this SOP, if there are
no significant benefits or duties connected with membership, the substance of
the membership-development activities may, in fact, be fund raising. In such
circumstances, the costs of those activities should be charged to fund raising.
To the extent that member benefits are received, membership is an exchange
transaction. In circumstances in which membership development is in part
soliciting revenues from exchange transactions and in part soliciting contributions and the purpose, audience, and content of the activity are appropriate
for achieving membership development, joint costs should be allocated between
fund raising and the exchange transaction.

Assigning Costs of Joint Activities
D.7. Paragraph .07 provides: “If the criteria of purpose, audience, and
content are met, the costs of a joint activity that are identifiable with a
||
GASB Statement No. 35, Basic Financial Statements—and Management’s Discussion
and Analysis—for Public Colleges and Universities, supersedes GASB Statement No. 15,
Governmental College and University Accounting and Financial Reporting Models. See GASB
Statements No. 34 and No. 35. The AICPA Audit and Accounting Guide State and Local
Governments provides guidance on the application of this SOP to governmental (public) colleges
and universities. [Footnote revised, June 2004, to reflect conforming changes necessary due to
the issuance of GASB Statement No. 35.]
#
This discussion is no longer applicable. See footnotes ‡ and || in paragraphs D.3 and D.4,
respectively. [Footnote added, June 2004, to reflect conforming changes necessary due to the
issuance of GASB Statements No. 34 and No. 35.]
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particular function should be charged to that function and joint costs should be
allocated between fund raising and the appropriate program or management
and general function. If any of the criteria are not met, all costs of the joint
activity should be reported as fund-raising costs, including costs that otherwise
might be considered program or management and general costs if they had been
incurred in a different activity....” For example, if the criteria are met, the costs
of materials that accomplish program goals and that are unrelated to fund
raising, such as the costs of a program-related pamphlet included in a joint
activity, should be charged to program, while joint costs, such as postage, should
be allocated between fund raising and program. However, if the pamphlet is
used in fund-raising packets and the criteria are not met, the costs of the
pamphlets used in the fund-raising packets, as well as the joint costs, should
be charged to fund raising. (If some pamphlets are used in program activities
that include no fund raising, the cost of the pamphlets used in those separate
program activities that include no fund raising should be charged to program.)

Educational Activities
D.8. Some entities have missions that include educating the public (students) in areas other than causes. Paragraph .09 provides that, for those
entities, educating the audience in areas other than causes or motivating the
audience to engage in specific activities, such as attending a lecture or class,
that will educate them in areas other than causes is considered a call for specific
action by the recipients that will help accomplish the entity’s mission. Educating the audience about causes or motivating the audience to engage in
specific activities that will educate them about causes without educating them
in other subjects is not considered a call for specific action by the audience that
will help accomplish the entity’s mission. An example of a lecture or class that
will educate students in an area other than causes is a lecture on the nesting
habits of the bald eagle, given by the Save the Bald Eagle Society, an NPO
whose mission is to save the bald eagle from extinction and educate the public
about the bald eagle. An example of a lecture or class that will address
particular causes is a lecture by the Bald Eagle Society on the potential
extinction of bald eagles and the need to raise contributions to prevent their
extinction. For purposes of applying the guidance in this SOP, motivating the
audience to attend a lecture on the nesting habits of the bald eagle is a call for
specific action that will help accomplish the entity’s mission. If the lecture
merely addresses the potential extinction of bald eagles and the need to raise
contributions to prevent their extinction, without addressing the nesting habits
of the bald eagle, motivating the audience to attend the lecture is not considered
a call for specific action by the recipient that will help accomplish the entity’s
mission.
D.9. AcSEC notes that most transactions in which a student attends a
lecture or class are exchange transactions and are not joint activities. Such
transactions are joint activities only if the activity includes fund raising.

Audience
D.10. Paragraph .12 provides that a rebuttable presumption exists that
the audience criterion is not met if the audience includes prior donors or is
otherwise selected based on its ability or likelihood to contribute to the entity.
That presumption can be overcome if the audience is also selected for the
program or management and general reasons specified in paragraph .13.
Further, paragraph .12 provides that in determining whether that presumption
is overcome, entities should consider the extent to which the audience is

AAG-SLV APP E

526

State and Local Governments

selected based on its ability or likelihood to contribute to the entity and contrast
that with the extent to which it is selected for the reasons that may overcome
that presumption. Some organizations conduct joint activities that are special
events, such as symposia, dinners, dances, and theater parties, in which the
attendee receives a direct benefit (for example, a meal or theater ticket) and for
which the admission price includes a contribution. For example, it may cost
$500 to attend a dinner with a fair value of $50. In that case, the audience is
required to make a $450 contribution in order to attend. In circumstances in
which the audience is required to make a contribution to participate in a joint
activity, such as attending a special event, the audience’s ability or likelihood
to contribute is a significant factor in its selection. Therefore, in circumstances
in which the audience is required to make a contribution to participate in a joint
activity, the extent to which the audience is selected for the program or
management and general reasons in paragraph .13 must be overwhelmingly
significant in order to rebut the presumption that the audience criterion is not
met.
D.11. The source of the names and the characteristics of the audience
should be considered in determining the reason for selecting the audience.
Some entities use lists compiled by others to reach new audiences. The source
of such lists may indicate the purpose or purposes for which they were selected.
For example, lists acquired from entities with similar or related programs are
more likely to meet the audience criterion than are lists acquired from entities
with dissimilar or unrelated programs. Also, the characteristics of those on the
lists may indicate the purpose or purposes for which they were selected. For
example, a list based on a consumer profile of those who buy environmentally
friendly products may be useful to an entity whose mission addresses environmental concerns and could therefore indicate that the audience was selected
for its ability to take action to assist the entity in meeting program goals.
However, a list based on net worth would indicate that the audience was
selected based on its ability or likelihood to contribute, unless there was a
correlation between net worth and the program or management and general
components of the activity.
D.12. Some audiences may be selected because they have an interest in or
affinity to the program. For example, homeowners may have an interest in the
homeless because they are sympathetic to the plight of the homeless. Nevertheless, including homeowners in the audience of a program activity to provide
services to the homeless would not meet the audience criterion, because they
do not have a need or reasonable potential for use of services to the homeless.
D.13. Paragraph .13c provides that the audience criterion is met if the
entity is required to direct the management and general component of the joint
activity to the particular audience or the audience has reasonable potential for
use of the management and general component. An example of a joint activity
in which the audience is selected because the entity is required to direct the
management and general component of the joint activity to the particular
audience is an activity in which the entity sends a written acknowledgment or
other information to comply with requirements of the Internal Revenue Service
to prior donors and includes a request for contributions. An example of a joint
activity in which the audience is selected because the audience has reasonable
potential for use of the management and general component is an activity in
which the entity sends its annual report to prior donors and includes a request
for contributions.
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Content
D.14. Paragraph .14 provides that, to meet the content criterion, program
activities should call for specific action by the recipient that will help accomplish the entity’s mission. As discussed in the Glossary [paragraph .30], the
action should benefit the recipient or society. Examples of actions that benefit
the recipient (such as by improving the recipient’s physical, mental, emotional,
or spiritual health and well-being) or society (such as by addressing societal
problems) include the following:
a. Actions that benefit the recipient:

•

Stop smoking. Specific methods, instructions, references, and
resources should be suggested.

•

Do not use alcohol or drugs. Specific methods, instructions,
references, and resources should be suggested.

b. Actions that benefit society:

•

Write or call. The party to communicate with and the subject
matter to be communicated should be specified.

•

Complete and return the enclosed questionnaire. The results of
the questionnaire should help the entity achieve its mission.
For example, if the entity discards the questionnaire, it does not
help the entity achieve its mission.

•

Boycott. The particular product or company to be boycotted
should be specified.

D.15. Paragraph .14b provides that to meet the content criterion, management and general functions are required to fulfill one or more of the entity’s
management and general responsibilities through a component of the joint
activity. Some states or other regulatory bodies require that certain disclosures
be included when soliciting contributions. Paragraph .14, footnote 9, of this SOP
provides that for purposes of applying the guidance in this SOP, communications that include such required disclosures are considered fund-raising activities and are not considered management and general activities. Some
examples of such disclosures include the following:

•

Information filed with the attorney general concerning this charitable solicitation may be obtained from the attorney general of [the
state] by calling 123-4567. Registration with the attorney general
does not imply endorsement.

•

A copy of the registration and financial information may be obtained
from the Division of Consumer Services by calling toll-free, within
[the state], 1-800-123-4567. Registration does not imply endorsement,
approval, or recommendation by [the state].

•

Information about the cost of postage and copying, and other information required to be filed under [the state] law, can be obtained by
calling 123-4567.

•

The organization’s latest annual report can be obtained by calling
123-4567.

Allocation Methods
D.16. Paragraph .16 of this SOP states, “The cost allocation methodology
used should be rational and systematic, it should result in an allocation of joint
costs that is reasonable, and it should be applied consistently given similar facts
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and circumstances.” The allocation of joint costs should be based on the degree
to which costs were incurred for the functions to which the costs are allocated
(that is, program, management and general, or fund raising). For purposes of
determining whether the allocation methodology for a particular joint activity
should be consistent with methodologies used for other particular joint activities, facts and circumstances that may be considered include factors related to
the content and relative costs of the components of the activity. The audience
should not be considered in determining whether the facts and circumstances
are similar for purposes of determining whether the allocation methodology for
a particular joint activity should be consistent with methodologies used for
other particular joint activities.

Practicability of Measuring Joint Costs
D.17. The Glossary [paragraph .30] of this SOP includes a definition of
joint costs. Some costs, such as utilities, rent, and insurance, commonly referred
to as indirect costs, may be joint costs. For example, the telephone bill for a
department that, among other things, prepares materials that include both
fund-raising and program components may commonly be referred to as an
indirect cost. Such telephone bills may also be joint costs. However, for some
entities, it is impracticable to measure and allocate the portion of the costs that
are joint costs. Considerations about which joint costs should be measured and
allocated, such as considerations about materiality and the costs and benefits
of developing and providing the information, are the same as considerations
about cost allocations in other circumstances.
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Appendix E
Illustrations of Applying the Criteria of Purpose,
Audience, and Content to Determine Whether a Program
or Management and General Activity Has Been
Conducted
Illustration 1
Facts
E.1. Entity A’s mission is to prevent drug abuse. Entity A’s annual report
states that one of its objectives in fulfilling that mission is to assist parents in
preventing their children from abusing drugs.
E.2. Entity A mails informational materials to the parents of all junior
high school students explaining the prevalence and dangers of drug abuse. The
materials encourage parents to counsel children about the dangers of drug
abuse and inform them about how to detect drug abuse. The mailing includes
a request for contributions. Entity A conducts other activities informing the
public about the dangers of drug abuse and encouraging parents to counsel
their children about drug abuse that do not include requests for contributions
and that are conducted in different media. Entity A’s executive director is
involved in the development of the informational materials as well as the
request for contributions. The executive director’s annual compensation includes a significant bonus if total annual contributions exceed a predetermined
amount.

Conclusion
E.3. The purpose, audience, and content criteria are met, and the joint
costs should be allocated.
E.4. The activity calls for specific action by the recipient (encouraging
parents to counsel children about the dangers of drug abuse and informing
them about how to detect drug abuse) that will help accomplish the entity’s
mission. Therefore, the guidance in paragraph .10 should be considered. Neither of the factors in paragraph .10a or .10b is determinative of whether the
purpose criterion is met. (Although Entity A’s executive director’s annual
compensation varies based on annual contributions, the executive director’s
compensation does not vary based on contributions raised for this discrete joint
activity.) Therefore, other evidence, such as the indicators in paragraph .11,
should be considered. The purpose criterion is met based on the other evidence,
because (a) the program component of this activity calls for specific action by
the recipient (encouraging parents to counsel children about the dangers of
drug abuse) that will help accomplish the entity’s mission, and it otherwise
conducts the program activity in this illustration without a request for contributions, and (b) performing such programs helps accomplish Entity A’s mission.
(Note that had Entity A conducted the activity using the same medium on a
scale that is similar to or greater than the scale on which it is conducted with
the request for contributions, the purpose criterion would have been met under
paragraph .10b.)
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E.5. The audience criterion is met because the audience (parents of junior
high school students) is selected based on its need to use or reasonable potential
for use of the action called for by the program component.
E.6. The content criterion is met because the activity calls for specific
action by the recipient (encouraging parents to counsel children about the
dangers of drug abuse and informing them about how to detect drug abuse) that
will help accomplish the entity’s mission (assisting parents in preventing their
children from abusing drugs), and it explains the need for and benefits of the
action (the prevalence and dangers of drug abuse).

Illustration 2
Facts
E.7. Entity B’s mission is to reduce the incidence of illness from ABC
disease, which afflicts a broad segment of the population. One of Entity B’s
objectives in fulfilling that mission is to inform the public about the effects and
early warning signs of the disease and specific action that should be taken to
prevent the disease.
E.8. Entity B maintains a list of its prior donors and sends them donor
renewal mailings. The mailings include messages about the effects and early
warning signs of the disease and specific action that should be taken to prevent
it. That information is also sent to a similar-sized audience but without the
request for contributions. Also, Entity B believes that recent donors are more
likely to contribute than nondonors or donors who have not contributed
recently. Prior donors are deleted from the mailing list if they have not
contributed to Entity B recently, and new donors are added to the list. There
is no evidence of a correlation between recent contributions and participation
in the program component of the activity. Also, the prior donors’ need to use or
reasonable potential for use of the messages about the effects and early warning
signs of the disease and specific action that should be taken to prevent it is an
insignificant factor in their selection.

Conclusion
E.9. The purpose and content criteria are met. The audience criterion is
not met.11 All costs, including those that might otherwise be considered program or management and general costs if they had been incurred in a different
activity, should be charged to fund raising.
E.10. The activity calls for specific action by the recipient (action that
should be taken to prevent ABC disease) that will help accomplish the entity’s
mission. Therefore, the guidance in paragraph .10 should be considered. The
purpose criterion is met because (a) the program component of the activity calls
for specific action by the recipient that will help accomplish the entity’s mission
(to reduce the incidence of illness from the disease), and (b) the program is also
conducted using the same medium on a scale that is similar to or greater than
the scale on which it is conducted with the request for contributions (a similar
11
Paragraph .07 of this SOP provides that all costs of joint activities, except for costs of
goods or services provided in exchange transactions that are part of joint activities, such as costs
of direct donor benefits of a special event (for example, a meal), should be charged to fund
raising if any of the criteria of purpose, audience, or content are not met. Accordingly, if one or
more criteria are not met, the other criteria need not be considered. However, the illustrations
in this Appendix provide conclusions about whether each of the criteria would be met in
circumstances in which one or more criteria are not met in order to provide further guidance.
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mailing is done without the request for contributions, to a similar-sized audience).
E.11. The audience criterion is not met. The rebuttable presumption that
the audience criterion is not met because the audience includes prior donors is
not overcome in this illustration. Although the audience has a need to use or
reasonable potential for use of the program component, that was an insignificant factor in its selection.
E.12. The content criterion is met because the activity calls for specific
action by the recipient (actions to prevent ABC disease) that will help accomplish the entity’s mission (to reduce the incidence of ABC disease), and it
explains the need for and benefits of the action (to prevent ABC disease).

Illustration 3
Facts
E.13. Entity C’s mission is to reduce the incidence of illness from ABC
disease, which afflicts a broad segment of the population. One of Entity C’s
objectives in fulfilling that mission is to increase governmental funding for
research about ABC disease.
E.14. Entity C maintains a list of its prior donors and its employees call
them on the telephone reminding them of the effects of ABC disease, asking for
contributions, and encouraging them to contact their elected officials to urge
increased governmental funding for research about ABC disease. The callers
are educated about ABC, do not otherwise perform fund-raising functions, and
are not compensated or evaluated based on contributions raised. Entity C’s
research indicates that recent donors are likely to contact their elected officials
about such funding while nonrecent donors are not. Prior donors are deleted
from the calling list if they have not contributed to Entity C recently, and new
donors are added to the list.

Conclusion
E.15. The purpose, audience, and content criteria are met, and the joint
costs should be allocated.
E.16. The activity calls for specific action by the recipient (contacting
elected officials concerning funding for research about ABC disease) that will
help accomplish the entity’s mission. Therefore, the guidance in paragraph .10
should be considered. Neither of the factors in paragraph .10a or .10b is
determinative of whether the purpose criterion is met. Therefore, other evidence, such as the indicators in paragraph .11, should be considered. The
purpose criterion is met based on the other evidence, because (a) the qualifications and duties of the personnel performing the activity indicate that it is
a program activity (the callers are educated about ABC and do not otherwise
perform fund-raising functions), (b) the method of compensation for performing
the activity does not indicate that it is a fund-raising activity (the employees
are not compensated or evaluated based on contributions raised), and (c)
performing such programs helps accomplish Entity C’s mission.
E.17. The audience criterion is met because the audience (recent donors)
is selected based on its ability to assist Entity C in meeting the goals of the
program component of the activity (recent donors are likely to contact their
elected officials about such funding while nonrecent donors are not).
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E.18. The content criterion is met because the activity calls for specific
action by the recipient (contacting elected officials concerning funding for
research about ABC disease) that will help accomplish the entity’s mission (to
reduce the incidence of ABC disease), and it explains the need for and benefits
of the action (to prevent ABC disease).

Illustration 4
Facts
E.19. Entity D’s mission is to improve the quality of life for senior citizens.
One of Entity D’s objectives included in that mission is to increase the physical
activity of senior citizens. One of Entity D’s programs to attain that objective
is to send representatives to speak to groups about the importance of exercise
and to conduct exercise classes.
E.20. Entity D mails a brochure on the importance of exercise that
encourages exercise in later years to residents over the age of sixty-five in three
zip code areas. The last two pages of the four-page brochure include a perforated
contribution remittance form on which Entity D explains its program and
makes an appeal for contributions. The content of the first two pages of the
brochure is primarily educational; it explains how seniors can undertake a
self-supervised exercise program and encourages them to undertake such a
program. In addition, Entity D includes a second brochure on various exercise
techniques that can be used by those undertaking an exercise program.
E.21. The brochures are distributed to educate people in this age group
about the importance of exercising, to help them exercise properly, and to raise
contributions for Entity D. These objectives are documented in a letter to the
public relations firm that developed the brochures. The audience is selected
based on age, without regard to ability to contribute. Entity D believes that
most of the recipients would benefit from the information about exercise.

Conclusion
E.22. The purpose, audience, and content criteria are met, and the joint
costs should be allocated. (Note that the costs of the second brochure should be
charged to program because all the costs of the brochure are identifiable with
the program function.)
E.23. The activity calls for specific action by the recipient (exercising) that
will help accomplish the entity’s mission. Therefore, the guidance in paragraph
.10 should be considered. Neither of the factors in paragraph .10a or .10b is
determinative of whether the purpose criterion is met. Therefore, other evidence, such as the indicators in paragraph .11, should be considered. The
purpose criterion is met based on the other evidence, because (a) performing
such programs helps accomplish Entity D’s mission, and (b) the objectives of the
program are documented in a letter to the public relations firm that developed
the brochure.
E.24. The audience criterion is met because the audience (residents over
sixty-five in certain zip codes) is selected based on its need to use or reasonable
potential for use of the action called for by the program component.
E.25. The content criterion is met because the activity calls for specific
action by the recipient (exercising) that will help accomplish the entity’s
mission (increasing the physical activity of senior citizens), and the need for and
benefits of the action are clearly evident (explains the importance of exercising).
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Illustration 5
Facts
E.26. The facts are the same as those in Illustration 4, except that Entity
E employs a fund-raising consultant to develop the first brochure and pays that
consultant 30 percent of contributions raised.

Conclusion
E.27. The content and audience criteria are met. The purpose criterion is
not met, however, because a majority of compensation or fees for the fundraising consultant varies based on contributions raised for this discrete joint
activity (the fund-raising consultant is paid 30 percent of contributions raised).
All costs should be charged to fund raising, including the costs of the second
brochure and any other costs that otherwise might be considered program or
management and general costs if they had been incurred in a different activity.

Illustration 6
Facts
E.28. Entity F’s mission is to protect the environment. One of Entity F’s
objectives included in that mission is to take action that will increase the
portion of waste recycled by the public.
E.29. Entity F conducts a door-to-door canvass of a community that
recycles a low portion of its waste. The purpose of the activity is to help increase
recycling by educating the community about environmental problems created
by not recycling, and to raise contributions. Based on the information communicated by the canvassers, the need for and benefits of the action are clearly
evident. The ability or likelihood of the residents to contribute is not a basis for
communities selected, and all neighborhoods in the geographic area are covered
if their recycling falls below a predetermined rate. The canvassers are selected
from individuals who are well-informed about the organization’s environmental
concerns and programs and who previously participated as volunteers in
program activities such as answering environmental questions directed to the
organization and developing program activities designed to influence legislators to take actions addressing those concerns. The canvassers have not
previously participated in fund-raising activities.

Conclusion
E.30. The purpose, audience, and content criteria are met, and the joint
costs should be allocated.
E.31. The activity calls for specific action by the recipient (implicitly—to
help increase recycling) that will help accomplish the entity’s mission. Therefore, the guidance in paragraph .10 should be considered. Neither of the factors
in paragraph .10a or .10b is determinative of whether the purpose criterion is
met. Therefore, other evidence, such as the indicators in paragraph .11, should
be considered. The purpose criterion is met based on the other evidence, because
(a) the qualifications and duties of the personnel performing the activity
indicate that it is a program activity (the canvassers are selected from individuals who are well-informed about the organization’s environmental concerns
and programs and who previously participated as volunteers in program
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activities such as answering environmental questions directed to the organization and developing program activities designed to influence legislators to
take actions addressing those concerns), and (b) performing such programs
helps accomplish Entity F’s mission (to protect the environment).
E.32. The audience criterion is met because the audience (neighborhoods
whose recycling falls below a predetermined rate) is selected based on its need
to use or reasonable potential for use of the action called for by the program
component.
E.33. The content criterion is met because the activity calls for specific
action by the recipient (implicitly—to help increase recycling) that will help
accomplish the entity’s mission (to protect the environment), and the need for
and benefits of the action are clearly evident (increased recycling will help
alleviate environmental problems).

Illustration 7
Facts
E.34. Entity G’s mission is to provide summer camps for economically
disadvantaged youths. Educating the families of ineligible youths about the
camps is not one of the program objectives included in that mission.
E.35. Entity G conducts a door-to-door solicitation campaign for its camp
programs. In the campaign, volunteers with canisters visit homes in middleclass neighborhoods to collect contributions. Entity G believes that people in
those neighborhoods would not need the camp’s programs but may contribute.
The volunteers explain the camp’s programs, including why the disadvantaged
children benefit from the program, and distribute leaflets to the residents
regardless of whether they contribute to the camp. The leaflets describe the
camp, its activities, who can attend, and the benefits to attendees. Requests for
contributions are not included in the leaflets.

Conclusion
E.36. The purpose, audience, and content criteria are not met. All costs
should be charged to fund raising.
E.37. The activity does not include a call for specific action because it only
educates the audience about causes (describing the camp, its activities, who can
attend, and the benefits to attendees). Therefore, the purpose criterion is not
met.
E.38. The audience criterion is not met, because the audience is selected
based on its ability or likelihood to contribute, rather than based on (a) its need
to use or reasonable potential for use of the action called for by the program
component, or (b) its ability to take action to assist the entity in meeting the
goals of the program component of the activity. (Entity G believes that people
in those neighborhoods would not need the camp’s programs but may contribute.)
E.39. The content criterion is not met because the activity does not call for
specific action by the recipient. (The content educates the audience about
causes that the program is designed to address without calling for specific
action.)
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Illustration 8
Facts
E.40. Entity H’s mission is to educate the public about lifesaving techniques in order to increase the number of lives saved. One of Entity H’s
objectives in fulfilling that mission, as stated in the minutes of the board’s
meetings, is to produce and show television broadcasts including information
about lifesaving techniques.
E.41. Entity H conducts an annual national telethon to raise contributions
and to reach the American public with lifesaving educational messages, such as
summary instructions concerning dealing with certain life-threatening situations. Based on the information communicated by the messages, the need for
and benefits of the action are clearly evident. The broadcast includes segments
describing Entity H’s services. Entity H broadcasts the telethon to the entire
country, not merely to areas selected on the basis of giving potential or prior
fund raising results. Also, Entity H uses national television broadcasts devoted
entirely to lifesaving educational messages to conduct program activities
without fund raising.

Conclusion
E.42. The purpose, audience, and content criteria are met, and the joint
costs should be allocated.
E.43. The activity calls for specific action by the recipient (implicitly—to
save lives) that will help accomplish the entity’s mission. Therefore, the
guidance in paragraph .10 should be considered. The purpose criterion is met
because (a) the program component of the activity calls for specific action by the
recipient that will help accomplish Entity H’s mission (to save lives by educating the public), and (b) a similar program activity is conducted without the
fund raising using the same medium and on a scale that is similar to or greater
than the scale on which it is conducted with the appeal (Entity H uses national
television broadcasts devoted entirely to lifesaving educational messages to
conduct program activities without fund raising).
E.44. The audience criterion is met because the audience (a broad segment
of the population) is selected based on its need to use or reasonable potential
for use of the action called for by the program activity.
E.45. The content criterion is met because the activity calls for specific
action by the recipient (implicitly—to save lives) that will help accomplish the
entity’s mission (to save lives by educating the public), and the need for and
benefits of the action are clearly evident (saving lives is desirable).

Illustration 9
Facts
E.46. Entity I’s mission is to provide food, clothing, and medical care to
children in developing countries.
E.47. Entity I conducts television broadcasts in the United States that
describe its programs, show the needy children, and end with appeals for
contributions. Entity I’s operating policies and internal management memoranda state that these programs are designed to educate the public about the
needs of children in developing countries and to raise contributions. The
employees producing the programs are trained in audiovisual production and
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are familiar with Entity I’s programs. Also, the executive producer is paid
$25,000 for this activity, with a $5,000 bonus if the activity raises over
$1,000,000.

Conclusion
E.48. The purpose, audience, and content criteria are not met. All costs
should be charged to fund raising.
E.49. The activity does not include a call for specific action because it only
educates the audience about causes (describing its programs and showing the
needy children). Therefore, the purpose criterion is not met. (Also, note that if
the factor in paragraph .10a were considered, it would not be determinative of
whether the purpose criterion is met. Although the executive producer will be
paid $5,000 if the activity raises over $1,000,000, that amount would not be a
majority of the executive producer’s total compensation for this activity, because
$5,000 would not be a majority of the executive producer’s total compensation
of $30,000 for this activity. Also, note that if other evidence, such as the
indicators in paragraph .11, were considered, the purpose criterion would not
be met based on the other evidence. Although the qualifications and duties of
the personnel performing the activity indicate that the employees producing
the program are familiar with Entity I’s programs, the facts that some, but less
than a majority, of the executive producer’s compensation varies based on
contributions raised, and that the operating policies and internal management
memoranda state that these programs are designed to educate the public about
the needs of children in developing countries [with no call for specific action by
recipients] and to raise contributions, indicate that the purpose is fund raising.)
E.50. The audience criterion is not met because the audience is selected
based on its ability or likelihood to contribute, rather than based on (a) its need
to use or reasonable potential for use of the action called for by the program
component, or (b) its ability to take action to assist the entity in meeting the
goals of the program component of the activity. (The audience is a broad
segment of the population of a country that is not in need of or has no
reasonable potential for use of the program activity.)
E.51. The content criterion is not met because the activity does not call for
specific action by the recipient that will help accomplish the entity’s mission.
(The content educates the audience about the causes without calling for specific
action.)

Illustration 10
Facts
E.52. Entity J is a university that distributes its annual report, which
includes reports on mission accomplishments, to those who have made significant contributions over the previous year, its board of trustees, and its employees. The annual report is primarily prepared by management and general
personnel, such as the accounting department and executive staff. The activity
is coordinated by the public relations department. Internal management memoranda indicate that the purpose of the annual report is to report on how
management discharged its stewardship responsibilities, including the university’s overall performance, goals, financial position, cash flows, and results of
operations. Included in the package containing the annual report are requests
for contributions and donor reply cards.
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Conclusion
E.53. The purpose, audience, and content criteria are met, and the joint
costs should be allocated.
E.54. The activity has elements of management and general functions.
Therefore, no call for specific action is required. Neither of the factors in
paragraph .10a or .10b is determinative of whether the purpose criterion is met.
Therefore, other evidence, such as the indicators in paragraph .11, should be
considered. The purpose criterion is met based on the other evidence, because
(a) the employees performing the activity are not members of the fund-raising
department and perform other non-fund-raising activities and (b) internal
management memoranda indicate that the purpose of the annual report is to
fulfill one of the university’s management and general responsibilities.
E.55. The audience criterion is met because the audience is selected based
on its reasonable potential for use of the management and general component.
Although the activity is directed primarily at those who have previously made
significant contributions, the audience was selected based on its presumed
interest in Entity J’s annual report (prior donors who have made significant
contributions are likely to have an interest in matters discussed in the annual
report).
E.56. The content criterion is met because the activity (distributing annual reports) fulfills one of the entity’s management and general responsibilities (reporting concerning management’s fulfillment of its stewardship function).

Illustration 11
Facts
E.57. Entity K is an NPO. In accordance with internal management
memoranda documenting its policies requiring it to comply with Internal
Revenue Service (IRS) regulations, it mails prior donors who have made quid
pro quo payments in excess of $75 documentation required by the IRS. The
documentation is included on a perforated piece of paper. The information above
the perforation line pertains to the documentation required by the IRS. The
information below the perforation line includes a request for contributions and
may be used as a donor reply card.

Conclusion
E.58. The purpose, audience, and content criteria are met, and the joint
costs should be allocated. (Note that the costs of the information below the
perforation line are identifiable with fund raising and therefore should be
charged to fund raising.)
E.59. The activity has elements of management and general functions.
Therefore, no call for specific action is required. Neither of the factors in
paragraph .10a or .10b is determinative of whether the purpose criterion is met.
Therefore, other evidence, such as the indicators in paragraph .11, should be
considered. The purpose criterion is met based on the other evidence, because
internal management memoranda indicate that the purpose of the activity is
to fulfill one of Entity K’s management and general responsibilities.
E.60. The audience criterion is met because the entity is required to direct
the management and general component of the activity to the particular
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audience. Although the activity is directed at those who have previously
contributed, the audience was selected based on its need for the documentation.
E.61. The content criterion is met because the activity (sending documentation required by the IRS) fulfills one of the entity’s management and general
responsibilities (complying with IRS regulations).

Illustration 12
Facts
E.62. Entity L is an animal rights organization. It mails a package of
material to individuals included in lists rented from various environmental and
other organizations that support causes that Entity L believes are congruent
with its own. In addition to donor response cards and return envelopes, the
package includes (a) materials urging recipients to contact their legislators and
urge the legislators to support legislation to protect those rights, and (b)
postcards addressed to legislators urging support for legislation restricting the
use of animal testing for cosmetic products. The mail campaign is part of an
overall strategy that includes magazine advertisements and the distribution of
similar materials at various community events, some of which are undertaken
without fund-raising appeals. The advertising and community events reach
audiences similar in size and demographics to the audience reached by the
mailing.

Conclusion
E.63. The purpose, audience, and content criteria are met, and the joint
costs should be allocated.
E.64. The activity calls for specific action by the recipient (mailing postcards to legislators urging support for legislation restricting the use of animal
testing for cosmetic products) that will help accomplish the entity’s mission.
Therefore, the guidance in paragraph .10 should be considered. Neither of the
factors in paragraph .10a or .10b is determinative of whether the purpose
criterion is met. Therefore, other evidence, such as the indicators in paragraph
.11, should be considered. The purpose criterion is met based on the other
evidence, because (a) the program component of this activity calls for specific
action by the recipient that will help accomplish the entity’s mission, and it
otherwise conducts the program activity in this illustration without a request
for contributions, and (b) performing such programs helps accomplish Entity L’s
mission.
E.65. The audience criterion is met because the audience (individuals
included in lists rented from various environmental and other organizations
that support causes that Entity L believes are congruent with its own) is
selected based on its ability to take action to assist the entity in meeting the
goals of the program component of the activity.
E.66. The content criterion is met because the activity calls for specific
action by the recipient (mailing postcards to legislators urging support for
legislation restricting the use of animal testing for cosmetic products) that will
help accomplish the entity’s mission (to protect animal rights), and the need for
and benefits of the action are clearly evident (to protect animal rights).
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Illustration 13
Facts
E.67. Entity M is a performing arts organization whose mission is to make
the arts available to residents in its area. Entity M charges a fee for attending
performances and sends advertisements, including subscription forms, for the
performances to residents in its area. These advertisements include a return
envelope with a request for contributions. Entity M evaluates the effectiveness
of the advertising based on the number of subscriptions sold as well as
contributions received. In performing that evaluation, Entity M places more
weight on the number of subscriptions sold than on the contributions received.
Also, Entity M advertises the performances on local television and radio
without a request for contributions but on a smaller scale than the mail
advertising.

Conclusion
E.68. The purpose, audience, and content criteria are met, and the joint
costs should be allocated.
E.69. The activity calls for specific action by the recipient (attending the
performances) that will help accomplish the entity’s mission. Therefore, the
guidance in paragraph .10 should be considered. Neither of the factors in
paragraph .10a or .10b is determinative of whether the purpose criterion is met.
Therefore, other evidence, such as the indicators in paragraph .11, should be
considered. The purpose criterion is met based on the other evidence, because
(a) the entity measures program results and accomplishments of the joint
activity and in evaluating the effectiveness of the activity, the entity places
significantly greater weight on the activity’s effectiveness in accomplishing
program goals than on the activity’s effectiveness in raising contributions
(Entity M evaluates the effectiveness of the advertising based on the number
of subscriptions sold as well as contributions received and places more weight
on the number of subscriptions sold than on the contributions received), (b) it
otherwise conducts the program activity without a request for contributions,
and (c) performing such programs helps accomplish Entity M’s mission (to
make the arts available to residents in its area).
E.70. The audience criterion is met because the audience (a broad segment
of the population in Entity M’s area) is selected based on its need to use or
reasonable potential for use of the action called for by the program component.
E.71. The content criterion is met because the activity calls for specific
action by the recipient (attending the performances) that will help accomplish
the entity’s mission (making the arts available to area residents), and the need
for and benefits of the action are clearly evident (attending the performance is
a positive cultural experience). (Note that the purchase of subscriptions is an
exchange transaction and, therefore, is not a contribution.)

Illustration 14
Facts
E.72. Entity N is a university whose mission is to educate the public
(students) in various academic pursuits. Entity N’s political science department
holds a special lecture series in which prominent world leaders speak about
current events. The speakers command relatively high fees and, in order to
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cover costs and make a modest profit, the university sets a relatively expensive
fee to attend. However, the tickets are priced at the fair value of the lecture and
no portion of the ticket purchase price is a contribution. Entity N advertises the
lectures by sending invitations to prior attendees and to prior donors who have
contributed significant amounts, and by placing advertisements in local newspapers read by the general public. At some of the lectures, including the lecture
being considered in this illustration, deans and other faculty members of Entity
N solicit significant contributions from attendees. Other lectures in the series
are conducted on a scale similar to the scale of the lecture in this illustration
without requesting contributions. Entity N’s records indicate that historically
75 percent of the attendees have attended prior lectures. Of the 75 percent who
have attended prior lectures, 15 percent have made prior contributions to
Entity N. Of the 15 percent who have made prior contributions to Entity N, 5
percent have made contributions in response to solicitations made at the
events. (Therefore, one-half of one percent of attendees make contributions in
response to solicitations made at the events. However, those contributions are
significant.) Overall, the audience’s ability or likelihood to contribute is an
insignificant factor in its selection. Entity N evaluates the effectiveness of the
activity based on the number of tickets sold, as well as contributions received.
In performing that evaluation, Entity N places more weight on the number of
tickets sold than on the contributions received.

Conclusion
E.73. The purpose, audience, and content criteria are met, and the joint
costs should be allocated.
E.74. The activity calls for specific action by the recipient (attending the
lecture) that will help accomplish the entity’s mission. Therefore, the guidance
in paragraph .10 should be considered. The purpose criterion is met because (a)
the program component of the activity calls for specific action by the recipient
that will help accomplish the entity’s mission (educating the public [students]
in various academic pursuits), and (b) the program is also conducted using the
same medium on a scale that is similar to or greater than the scale on which
it is conducted with the request for contributions (other lectures in the series
are conducted on a scale similar to the scale of the lecture in this illustration
without requesting contributions).
E.75. The audience criterion is met. The rebuttable presumption that the
audience criterion is not met because the audience includes prior donors is
overcome in this illustration because the audience (those who have shown prior
interest in the lecture series, prior donors, a broad segment of the population
in Entity N’s area, and those attending the lecture) is also selected for its
reasonable potential for use of the program component (attending the lecture).
Although the audience may make significant contributions, that was an insignificant factor in its selection.
E.76. The content criterion is met because the activity calls for specific
action by the recipient (attending the lecture) that will help accomplish the
entity’s mission (educating the public [students] in various academic pursuits),
and the need for and benefits of the action are clearly evident (attending the
lecture is a positive educational experience). (Note that the purchase of the
tickets is an exchange transaction and, therefore, is not a contribution. As
discussed in paragraph .07 of this SOP, costs of goods or services provided in
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exchange transactions that are part of joint activities, such as costs of direct
donor benefits of a special event, should not be reported as fund raising.12 )

Illustration 15
Facts
E.77. Entity O is a university whose mission is to educate the public
(students) in various academic pursuits. Entity O’s political science department
holds a special lecture series in which prominent world leaders speak about
current events. Admission is priced at $250, which is above the $50 fair value
of the lecture and, therefore, $200 of the admission price is a contribution.
Therefore, the audience’s likelihood to contribute to the entity is a significant
factor in its selection. Entity O advertises the lectures by sending invitations
to prior attendees and to prior donors who have contributed significant amounts,
and by placing advertisements in local newspapers read by the general public.
Entity O presents similar lectures that are priced at the fair value of those
lectures.

Conclusion
E.78. The purpose and content criteria are met. The audience criterion is
not met. All costs, including those that might otherwise be considered program
or management and general costs if they had been incurred in a different
activity, except for the costs of the direct donor benefit (the lecture), should be
charged to fund raising.
E.79. The activity calls for specific action by the recipient (attending the
lecture) that will help accomplish the entity’s mission. Therefore, the guidance
in paragraph .10 should be considered. The purpose criterion is met because (a)
the program component of the activity calls for specific action by the recipient
that will help accomplish the entity’s mission (educating the public [students]
in various academic pursuits), and (b) the program is also conducted using the
same medium on a scale that is similar to or greater than the scale on which
it is conducted with the request for contributions (other lectures in the series
are conducted on a scale similar to the scale of the lecture in this illustration
without including a contribution in the admission price.)
E.80. The audience criterion is not met. The rebuttable presumption that
the audience criterion is not met because the audience is selected based on its
likelihood to contribute to the entity is not overcome in this illustration. The
fact that the $250 admission price includes a $200 contribution leads to the
conclusion that the audience’s ability or likelihood to contribute is an overwhelmingly significant factor in its selection, whereas there is no evidence that
the extent to which the audience is selected for its need to use or reasonable
potential for use of the action called for by the program component (attending
the lecture) is overwhelmingly significant.
E.81. The content criterion is met because the activity calls for specific
action by the recipient (attending the lecture) that will help accomplish the
entity’s mission (educating the public [students] in various academic pursuits),
and the need for and benefits of the action are clearly evident (attending the
lecture is a positive educational experience). (Note that the purchase of the
12
Paragraphs 13.21-13.26 of the Audit and Accounting Guide Not-for-Profit Organizations
provide guidance concerning reporting special events. [Footnote revised, June 2004, to reflect
conforming changes necessary due to conforming changes made to the AICPA Audit and
Accounting Guide Not-for-Profit Organizations.]
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tickets is an exchange transaction and, therefore, is not a contribution. As
discussed in paragraph .07 of this SOP, costs of goods or services provided in
exchange transactions that are part of joint activities, such as costs of direct
donor benefits of a special event, should not be reported as fund raising.13 )

Illustration 16
Facts
E.82. Entity P’s mission is to reduce the incidence of illness from ABC
disease, which primarily afflicts people over sixty-five years of age. One of
Entity P’s objectives in fulfilling that mission is to have all persons over
sixty-five screened for ABC disease.
E.83. Entity P rents space at events attended primarily by people over
sixty-five years of age and conducts free screening for ABC disease. Entity P’s
employees, who are educated about ABC disease and screening procedures and
do not otherwise perform fund-raising functions, educate interested parties
about the effects of ABC disease and the ease and benefits of screening for it.
Entity P also solicits contributions at the events. The effectiveness of the
activity is evaluated primarily based on how many screening tests are performed, and only minimally based on contributions raised. The employees are
not compensated or evaluated based on contributions raised.

Conclusion
E.84. The purpose, audience, and content criteria are met, and the joint
costs should be allocated.
E.85. The activity calls for specific action by the recipient (being screened
for ABC disease) that will help accomplish the entity’s mission. Therefore, the
guidance in paragraph .10 should be considered. Neither of the factors in
paragraph .10a or .10b is determinative of whether the purpose criterion is met.
Therefore, other evidence, such as the indicators in paragraph .11, should be
considered. The purpose criterion is met based on the other evidence, because
(a) a process exists to evaluate measured program results and accomplishments
and in evaluating the effectiveness of the joint activity, the entity places
significantly greater weight on the activity’s effectiveness in accomplishing
program goals than on the activity’s effectiveness in raising contributions
(Entity P evaluates the effectiveness of the activity based on the number of
screening tests conducted as well as contributions received and places more
weight on the number of tests conducted than on the contributions received);
(b) the qualifications and duties of the personnel performing the activity
indicate that it is a program activity (the employees are educated about ABC
disease and the testing procedures and do not otherwise perform fund-raising
functions); (c) the method of compensation for performing the activity does not
indicate that it is a fund-raising activity (the employees are not compensated
or evaluated based on contributions raised); and (d) performing such programs
helps accomplish Entity P’s mission (to prevent ABC disease).
E.86. The audience criterion is met because the audience (people over
sixty-five years of age) is selected based on its need to use or reasonable
potential for use of the action called for by the program component.
13
Paragraphs 13.21-13.26 of the Audit and Accounting Guide Not-for-Profit Organizations
provide guidance concerning reporting special events. [Footnote revised, June 2004, to reflect
conforming changes necessary due to conforming changes made to the AICPA Audit and
Accounting Guide Not-for-Profit Organizations.]
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E.87. The content criterion is met because the activity calls for specific
action by the recipient (being screened for ABC disease) that will help accomplish the entity’s mission (to reduce the incidence of ABC disease), and it
explains the need for and benefits of the action (to prevent ABC disease).

Illustration 17
Facts
E.88. Entity Q’s mission is to provide cultural and educational television
programming to residents in its area. Entity Q owns a public television station
and holds a membership drive in which it solicits new members. The drive is
conducted by station employees and consists of solicitations that are shown
during long breaks between the station’s regularly scheduled programs. Entity
Q’s internal management memoranda state that these drives are designed to
raise contributions. Entity Q evaluates the effectiveness of the activity based
on the amount of contributions received. Entity Q shows the programs on a
similar scale, without the request for contributions. The audience is members
of the general public who watch the programs shown during the drive. Station
member benefits are given to those who contribute and consist of tokens of
appreciation with a nominal value.

Conclusion
E.89. The purpose, audience, and content criteria are met, and the joint
costs should be allocated. (Note that there would be few, if any, joint costs. Costs
associated with the fund-raising activities, such as costs of airtime, would be
separately identifiable from costs of the program activities, such as licensing
costs for a particular television program. Also, note that because no significant
benefits or duties are associated with membership, member dues are contributions. Therefore, the substance of the membership-development activities is,
in fact, fund raising.)
E.90. The activity calls for specific action by the recipient (watching the
television program) that will help accomplish the entity’s mission. Therefore,
the guidance in paragraph .10 should be considered. The purpose criterion is
met because (a) the program component of the activity calls for specific action
by the recipient that will help accomplish the entity’s mission, and (b) the
program is also conducted using the same medium on a scale that is similar to
or greater than the scale on which it is conducted with the request for
contributions (Entity Q shows the television programs on a similar scale,
without the request for contributions).
E.91. The audience criterion is met. The rebuttable presumption that the
audience criterion is not met because the audience is selected based on its
likelihood to contribute is overcome in this illustration because the audience
(members of the general public who watch the television programs shown
during the drive) is also selected for its reasonable potential for use of the
program component (watching the television programs). Although the audience
may make contributions, that was an insignificant factor in its selection.
E.92. The content criterion is met because the activity calls for specific
action by the recipient (watching the television programs) that will help
accomplish the entity’s mission (providing cultural and educational television
programming to residents in its area), and the need for and benefits of the
action are clearly evident (watching the programs is a positive cultural and
educational experience).
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Appendix F
Illustrations of Allocation Methods
F.1. Some commonly used cost allocation methods follow.

Physical Units Method
F.2. Joint costs are allocated to materials and activities in proportion to the
number of units of output that can be attributed to each of the materials and
activities. Examples of units of output are lines, square inches, and physical
content measures. This method assumes that the benefits received by the
fund-raising, program, or management and general component of the materials
or activity from the joint costs incurred are directly proportional to the lines,
square inches, or other physical output measures attributed to each component
of the activity. This method may result in an unreasonable allocation of joint
costs if the units of output, for example, line counts, do not reflect the degree
to which costs are incurred for the joint activity. Use of the physical units
method may also result in an unreasonable allocation if the physical units
cannot be clearly ascribed to fund raising, program, or management and
general. For example, direct mail and telephone solicitations sometimes include
content that is not identifiable with fund raising, program, or management and
general; or the physical units of such content are inseparable.

Illustration
F.3. Assume a direct mail campaign is used to conduct programs of the
entity and to solicit contributions to support the entity and its programs.
Further, assume that the appeal meets the criteria for allocation of joint costs
to more than one function.
F.4. The letter and reply card include a total of one hundred lines.
Forty-five lines pertain to program because they include a call for action by the
recipient that will help accomplish the entity’s mission, while fifty-five lines
pertain to the fund-raising appeal. Accordingly, 45 percent of the costs are
allocated to program and 55 percent to fund-raising.

Relative Direct Cost Method
F.5. Joint costs are allocated to each of the components on the basis of their
respective direct costs. Direct costs are those costs that are incurred in connection with the multipurpose materials or activity and that are specifically
identifiable with a function (program, fund raising, or management and general). This method may result in an unreasonable allocation of joint costs if the
joint costs of the materials and activity are not incurred in approximately the
same proportion and for the same reasons as the direct costs of the materials
and activity. For example, if a relatively costly booklet informing the reader
about the entity’s mission (including a call for action by the recipient that will
help accomplish the entity’s mission) is included with a relatively inexpensive
fund-raising letter, the allocation of joint costs based on the cost of these pieces
may be unreasonable, particularly if the booklet and letter weigh approximately the same and therefore contribute equally to the postage costs.
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Illustration
F.6. The costs of a direct mail campaign that can be specifically identified
with program services are the costs of separate program materials and a
postcard which calls for specific action by the recipient that will help accomplish
the entity’s mission. They total $20,000. The direct costs of the fund-raising
component of the direct mail campaign consist of the costs to develop and
produce the fund-raising letter. They total $80,000. Joint costs associated with
the direct mail campaign total $40,000 and would be allocated as follows under
the relative direct cost method:
Program $20,000/$100,000 x $40,000 = $8,000
Fund raising $80,000/$100,000 x $40,000 = $32,000

Stand-Alone Joint-Cost-Allocation Method
F.7. Joint costs are allocated to each component of the activity based on a
ratio that uses estimates of costs of items included in joint costs that would have
been incurred had the components been conducted independently. The numerator of the ratio is the cost (of items included in joint costs) of conducting a single
component independently; the denominator is the cost (of items included in
joint costs) of conducting all components independently. This method assumes
that efforts for each component in the stand-alone situation are proportionate
to the efforts actually undertaken in the joint cost situation. This method may
result in an unreasonable allocation because it ignores the effect of each
function, which is performed jointly with other functions, on other such functions. For example, the programmatic impact of a direct mail campaign or a
telemarketing phone message may be significantly lessened when performed in
conjunction with a fund-raising appeal.

Illustration
F.8. Assume that the joint costs associated with a direct mail campaign
including both program and fund-raising components are the costs of stationery, postage, and envelopes at a total of $100,000. The costs of stationery,
postage, and envelopes to produce and distribute each component separately
would have been $90,000 for the program component and $70,000 for the
fund-raising component. Under the stand-alone joint-cost-allocation method,
the $100,000 in joint costs would be allocated as follows: $90,000/$160,000 x
$100,000 = $56,250 to program services and $70,000/$160,000 x $100,000 =
$43,750 to fund raising.
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Appendix G
Illustrations of Disclosures
G.1. The disclosures discussed in paragraphs .18 and .19 are illustrated
below. Alternative 1 reports the required and encouraged information in narrative format. Alternative 2 reports that information in tabular format, as well
as information concerning joint costs incurred for each kind of activity by
functional classification, which is neither required nor encouraged, but which
is not prohibited.

Alternative 1
Note X. Allocation of Joint Costs
In 19XX, the organization conducted activities that included requests
for contributions, as well as program and management and general
components. Those activities included direct mail campaigns, special
events, and a telethon. The costs of conducting those activities
included a total of $310,000 of joint costs, which are not specifically
attributable to particular components of the activities (joint costs).
[Note to reader: The following sentence is encouraged but not required.] Joint costs for each kind of activity were $50,000, $150,000,
and $110,000 respectively. These joint costs were allocated as follows:
Fund raising

$180,000

Program A

80,000

Program B

40,000

Management and general

10,000

Total

$310,000

Alternative 2
Note X. Allocation of Joint Costs
In 19XX, the organization conducted activities that included appeals
for contributions and incurred joint costs of $310,000. These activities
included direct mail campaigns, special events, and a telethon. Joint
costs were allocated as follows:
Direct Mail
Fund raising

Special Events

Telethon

Total

$40,000

$50,000

$90,000

10,000

65,000

5,000

80,000

Program B

25,000

15,000

40,000

Management and
general

10,000

Program A

Total
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[Note to reader: Shading is used to highlight information that is neither
required nor encouraged, but which is not prohibited. However, entities may
prefer to disclose it. Disclosing the total joint costs for each kind of activity
($50,000, $150,000, and $110,000) is encouraged but not required.]
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Appendix H
Contrast of Guidance in This SOP With the Guidance in
SOP 87-214, **
This SOP

SOP 87-2

Applies to all entities that solicit
contributions, including state and
local governments.

Applied to entities that follow the
AICPA Industry Audit Guide Audits
of Voluntary Health and Welfare
Organizations or SOP 78-10. (SOP
87-2 was not applicable to entities
that are within the scope of
Governmental Accounting Standards
Board Statement No. 29, The Use of
Not-for-Profit Accounting and
Financial Reporting Principles by
Governmental Entities.)

Covers all costs of joint activities.
(Costs that otherwise might be
considered program or management
and general costs if they had been
incurred in a different activity,
except for costs of goods or services
provided in exchange transactions
that are part of joint activities, such
as costs of direct donor benefits of a
special event [for example, a meal],
should be charged to fund raising
unless the criteria in the SOP are
met.)

Covers only joint costs of joint
activities.

14
In August 1996, the AICPA issued the Audit and Accounting Guide Not-for-Profit
Organizations, which superseded SOP 87-2, Accounting for Joint Costs of Informational
Materials and Activities of Not-for-Profit Organizations That Include a Fund-Raising Appeal,
because the guidance in SOP 87-2 is incorporated into paragraphs 13.36 to 13.45 of the Guide.
Also, Not-for-Profit Organizations superseded the AICPA Industry Audit Guide Audits of
Voluntary Health and Welfare Organizations and SOP 78-10. Not-for-Profit Organizations
applies to all nongovernmental not-for-profit organizations other than those required to follow
the Audit and Accounting Guide Health Care Organizations. Therefore, incorporating the
guidance in SOP 87-2 into Not-for-Profit Organizations broadened the scope of the guidance
previously included in SOP 87-2 to all not-for-profit organizations other than those required to
follow Health Care Organizations. The discussion in this SOP of SOP 87-2 refers to both SOP
87-2 and the guidance included in paragraphs 13.36 to 13.45 of Not-for-Profit Organizations,
except that the guidance in Not-for-Profit Organizations applies to all not-for-profit organizations other than those required to follow Health Care Organizations.
**
See footnotes ‡ and || in paragraphs D.3 and D.4, respectively. [Footnote revised, June
2004, to reflect conforming changes necessary due to the issuance of GASB Statements No. 34
and No. 35.]

AAG-SLV APP E

549

Statement of Position 98-2

This SOP

SOP 87-2

Criteria of purpose, audience, and
content should all be met in order
to charge costs of the activity to
program or management and
general.

Unclear concerning whether all
criteria should be met in order to
charge costs of the activity to
program or management and
general.

Neither prescribes nor prohibits any
allocation methods. Includes a
discussion to help users determine
whether an allocation is reasonable,
and provides some illustrations.

Neither prescribes nor prohibits any
allocation methods. No illustrations
are provided.

Requires note disclosures about the
types of activities for which joint
costs have been incurred, amounts
allocated during the period, and
amounts allocated to each
functional expense or expenditure
category.

Requires less extensive note
disclosures: total amount allocated
during the period and amounts
allocated to each functional expense
category.

AAG-SLV APP E

550

State and Local Governments

.29

Appendix I
Effects on Other Guidance
I.1. For nongovernmental organizations, this Statement of Position (SOP)
amends the AICPA Audit and Accounting Guide Health Care Organizations and
paragraphs 13.35 to 13.44 of the AICPA Audit and Accounting Guide Not-forProfit Organizations. [Revised, June 2004, to reflect conforming changes necessary due to conforming changes made to the AICPA Audit and Accounting
Guide Not-for-Profit Organizations.]
I.2. Also, this SOP amends the AICPA Audit and Accounting Guide Notfor-Profit Organizations to clarify that costs of goods or services provided in
exchange transactions that are part of joint activities, such as costs of direct
donor benefits of a special event (for example, a meal), should not be reported
as fund-raising. In particular, paragraphs 13.21, 13.23, and 13.24 of Not-forProfit Organizations are amended as follows:
13.21 Some organizations conduct joint activities fn 9 that are
special events, including special social and educational events (such as
symposia, dinners, dances, and theater parties) in which the attendee
receives a direct benefit (for example, a meal or theater ticket). FASB
Statement No. 117 requires the reporting of the gross amounts of
revenues and expenses from special events and other fund-raising
activities that are ongoing major or central activities, but permits (but
does not require) reporting net amounts if the receipts and related costs
result from special events that are peripheral or incidental activities.
13.23 For example, assume that an organization has a special event
that is an ongoing and major activity with a ticket price of $100. Assume
that the activity does not meet the audience criterion in SOP 98-2,
Accounting for Costs of Activities of Not-for-Profit Organizations and
State and Local Governmental Entities That Include Fund Raising, and,
therefore, all costs of the activity, other than the direct donor benefits,
should be reported as fund raising. The event includes a dinner that
costs the organization $25 and that has a fair value of $30. (Chapter 5,
“Contributions Received and Agency Transactions,” of this Guide, discusses the appropriate reporting if the meal or other items of value are
donated to the organization for resale.) In addition, the organization
incurs other direct costs of the event in connection with promoting and
conducting the event, including incremental direct costs incurred in
transactions with independent third parties and the payroll and payrollrelated costs for the activities of employees who are directly associated
with, and devote time to, the event. Those other direct costs, which
include (a) $5 that otherwise might be considered management and
general costs if they had been incurred in a different activity, and (b)
fund-raising costs of $10, are unrelated to the direct benefits to donors
and, accordingly, should not be included as costs of benefits to donors. In
addition, the organization has the following transactions, which are
unrelated to the special event: unrestricted contributions of $200, program expenses of $60, management and general expenses of $20, and
fund-raising expenses of $20.
13.24 Some ways in which the organization could display the
results of the special event as part of its statement of activities are
illustrated as follows:
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Illustration 1
Changes in unrestricted net assets:
Contributions

$200

Special event revenue

100

Less: Costs of direct benefits to donors

(25)

Net revenues from special events
Contributions and net revenues
from special events

75
275

Other expenses:
Program

60

Management and general

20

Fund raising

35

Total other expenses
Increase in unrestricted net assets

115
$160

Illustration 2
Changes in unrestricted net assets:
Revenues:
Contributions

$200

Special event revenue

100

Total revenues

300

Expenses:
Program

60

Costs of direct benefits to donors

25

Management and general

20

Fund raising

35

Total expenses
Increase in unrestricted net assets

140
$160
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Illustration 3
Changes in unrestricted net assets:
Contributions
Dinner sales
Less: Costs of direct benefits to donors
Gross profit on special events
Contributions and net revenues
from special events

$270
30
(25)
5
275

Other expenses:
Program

60

Management and general

20

Fund raising

35

Total other expenses
Increase in unrestricted net assets

fn 9

115
$160

See footnote 1.

[Revised, June 2004, to reflect conforming changes necessary due to conforming
changes made to the AICPA Audit and Accounting Guide Not-for-Profit Organizations.]
I.3. For governmental entities that have applied the accounting and
financial reporting principles in SOP 78-10, Accounting Principles and Reporting Practices for Certain Nonprofit Organizations, or the AICPA Industry Audit
Guide Audits of Voluntary Health and Welfare Organizations (modified by all
applicable Financial Accounting Standards Board [FASB] pronouncements
issued through November 30, 1989, and by most applicable Governmental
Accounting Standards Board [GASB] pronouncements) in conformity with
GASB Statement No. 29, The Use of Not-for-Profit Accounting and Financial
Reporting Principles by Governmental Entities, this SOP amends the principles—
based on SOP 78-10 and Audits of Voluntary Health and Welfare Organizations,
as modified—that those entities apply. For governmental entities that have
applied the accounting and financial reporting principles in the 1973 AICPA
Industry Audit Guide Audits of Colleges and Universities, as amended by SOP
74-8, Financial Accounting and Reporting by Colleges and Universities, and as
modified by applicable FASB pronouncements issued through November 30,
1989, and all applicable GASB pronouncements in conformity with GASB
Statement No. 15, Governmental College and University Accounting and Financial Reporting Models, this SOP amends the principles—based on Audits of
Colleges and Universities, as amended and modified—that those entities apply.
For other governmental organizations, this SOP amends the Audit and Accounting Guide Audits of State and Local Governmental Units.††
††
See footnotes ‡ and || in paragraphs D.3 and D.4, respectively. Also, the AICPA Audit and
Accounting Guide State and Local Governments supersedes the 1994 AICPA Audit and
Accounting Guide Audits of State and Local Governmental Units and subsequent editions of
that Guide with conforming changes made by the AICPA staff. The AICPA Audit and Accounting Guide State and Local Governments, provides guidance on the application of this SOP to
state and local governments. [Footnote added, June 2004, to reflect conforming changes
necessary due to the issuance of GASB Statements No. 34, No. 35, and the AICPA Audit and
Accounting Guide Audits of State and Local Governmental Units.]
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Glossary
Activities. Activities are efforts to accomplish specific objectives. Some activities include producing and distributing materials. For example, if an entity
undertakes a mass mailing that includes a letter and a pamphlet, producing and distributing the letter and pamphlet are part of the activity. Other
activities may include no materials, such as an annual dinner or a radio
commercial.
Compensation or fees. Reciprocal transfers of cash or other assets in exchange for services performed.
Contributions. Contributions are unconditional transfers of cash or other
assets to an entity or a settlement or cancellation of its liabilities in a
voluntary nonreciprocal transfer by another entity acting other than as an
owner.
Costs of joint activities. Costs of joint activities are costs incurred for a joint
activity. Costs of joint activities may include joint costs and costs other than
joint costs. Costs other than joint costs are costs that are identifiable with
a particular function, such as fund raising, program, management and
general, and cost of sales. For example, some costs incurred for printing,
paper, professional fees, and salaries to produce donor cards are not joint
costs, although they may be incurred in connection with conducting joint
activities.
Fund-raising activities. Fund-raising activities are activities undertaken to
induce potential donors to contribute money, securities, services, materials,
facilities, other assets, or time. They include publicizing and conducting
fund-raising campaigns; maintaining donor mailing lists; conducting special fund-raising events; preparing and distributing fund-raising manuals,
instructions, and other materials; and conducting other activities involved
with soliciting contributions from individuals, foundations, governments,
and others.
Help accomplish the entity’s mission. Actions that help accomplish the
entity’s mission are actions that either benefit the recipient (such as by
improving the recipient’s physical, mental, emotional, or spiritual health
and well-being) or benefit society (by addressing societal problems).
Joint activity. A joint activity is an activity that is part of the fund-raising
function and has elements of one or more other functions, such as program,
management and general, membership development, or any other functional category used by the entity.
Joint costs. Joint costs are the costs of conducting joint activities that are not
identifiable with a particular component of the activity. For example, the
cost of postage for a letter that includes both fund-raising and program
components is a joint cost. Joint costs may include the costs of salaries,
contract labor, consultants, professional fees, paper, printing, postage, event
advertising, telephones, airtime, and facility rentals.
Management and general activities. Management and general activities
are those that are not identifiable with a single program, fund-raising
activity, or membership-development activity but that are indispensable to
the conduct of those activities and to an organization’s existence. They
include oversight, business management, general recordkeeping, budgeting, financing, soliciting revenue from exchange transactions, such as
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government contracts and related administrative activities, and all management and administration except for direct conduct of program services
or fund-raising activities. Disseminating information to inform the public
of the organization’s “stewardship” of contributed funds, announcements
concerning appointments, and the annual report, among other activities,
are management and general activities, as are soliciting funds other than
contributions, including exchange transactions (whether program-related
or not).
Medium. A medium is a means of mass communication, such as direct mail,
direct response advertising, or television.
Membership-development activities. Membership-development activities
include soliciting for prospective members and membership dues, membership relations, and similar activities. If there are no significant benefits
or duties connected with membership, however, the substance of membershipdevelopment activities may, in fact, be fund-raising.
Program activities. Program activities are the activities that result in goods
or services being distributed to beneficiaries, customers, or members that
fulfill the purposes or mission for which the organization exists. Those
services are the major purpose for and the major output of the organization
and often relate to several major programs. For example, a large university
may have programs for student instruction, research, and patient care,
among others. Similarly, a health and welfare organization may have
programs for health and family services, research, disaster relief, and
public education, among others.

AAG-SLV APP E

555

Statement of Position 98-2

Accounting Standards Executive Committee (1996–1997)
G. MICHAEL CROOCH, Chair

R. LARRY JOHNSON

PHILIP D. AMEEN

DAVID B. KAPLAN

JAMES L. BROWN

JAMES W. LEDWITH

JOSEPH H. CAPPALONGA

LOUIS W. MATUSIAK, JR.

JOHN C. COMPTON

JAMES P. MCCOMB

LESLIE A. COOLIDGE

CHARLES L. MCDONALD

EDMUND COULSON

ROGER H. MOLVAR

JAMES F. HARRINGTON
Not-for-Profit Organizations Committee (1995–1996)
KENNETH D. WILLIAMS, Chair

JOHN H. FISHER

ELAINE T. ALLEN

MARY F. FOSTER

KATHERINE K. ANDERSON

STEPHEN H. KATTELL

MARTHA L. BENSON

ROBERT C. KOVARIK, JR.

WALTER D. BRISTOL

RICHARD F. LARKIN

GREGORY B. CAPIN

LOUIS J. MEZZINA

GREGORY A. COURSEN

RICHARD E. MILLS, III

LAWRENCE A. DOLLINGER
AICPA Staff
JANE B. ADAMS
Director
Accounting Standards

JOEL TANENBAUM
Technical Manager
Accounting Standards

AAG-SLV APP E

Schedule of Changes Made to the Text From the Previous Edition

557

Appendix F

Schedule of Changes Made to the Text From
the Previous Edition
As of March 1, 2013
This schedule of changes identifies areas in the text and footnotes of this guide
that have been changed from the previous edition. Entries in the table of this
appendix reflect current numbering, lettering (including that in appendix
names), and character designations that resulted from the renumbering or
reordering that occurred in the updating of this guide.
Reference

Change

General

Information related to standards issued
but not yet effective on or before the “as
of” date of this guide has been placed in
shaded “Guidance Update” boxes, with a
reference to appendix A, “Guidance
Updates.” See appendix A for more
information.

General

Guidance related to the clarified
auditing standards (SAS Nos. 122–127)
has been incorporated throughout this
guide. See appendix B, “Mapping and
Summarization of Changes—Clarified
Auditing Standards,” for a mapping of
the extant standards to the clarified
AU-sections.

Preface

Updated.

Paragraph 1.01, 2.05, 2.07,
2.11, footnote 4 in paragraph
2.12, paragraphs 2.15,
2.17–.18, footnote 7 in
paragraph 2.18, paragraphs
2.20, 2.34, 2.37–.38, 2.40–.41,
3.16, 3.28, 5.31, 5.45, 5.71,
5.81, 6.08, 6.10–.11, 6.76, 6.81,
6.82, 7.11, 7.61,7.71, 8.01,
8.13, 8.23–.24, 8.93, 8.104,
8.113, 8.115–.117, 8.128–.129,
9.15–.16, 10.01, 10.06–.09,
10.11, 10.19–.24, footnote 10
in paragraph 10.24,
paragraphs 12.07, 12.32,
12.40, 12.45, 12.68, 12.70–.71,
12.75, 12.79, 12.81, 12.83–.84,
12.87–.89, 12.91, 12.96–.97,
12.135, 13.05

Revised for implementation of
Governmental Accounting Standards
Board (GASB) Statement No. 63.

(continued)
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Reference

Change

Paragraph 2.15, 7.10, 7.72

Revised for implementation of GASB
Statement No. 60.

Paragraph 2.19

Added for implementation of GASB
Statement No. 63.

Footnote 13 in paragraph 2.34

Added for implementation of GASB
Statement No. 63.

Paragraph 5.73

Revised for implementation of GASB
Statement No. 64.

Paragraphs 7.65–.70,
8.46–.50, 9.25

Added for implementation of GASB
Statement No. 60.

Paragraph 10.18

Revised for clarification.

Paragraphs 12.103–.106

Revised for clarification

Title of chapter 16

Revised for clarification

Heading before paragraph
16.07 and paragraphs
16.07–.13 and 16.24

Revised for clarification

Index of Pronouncements and
Other Technical Guidance

Added

Subject Index

Updated
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Index of Pronouncements and Other Technical
Guidance
A
Title

Paragraphs

AT Section
201, Agreed-Upon Procedures Engagement
801, Reporting on Controls at a Service Organization

16.15
4.56, 5.50, 6.88, 7.89

AU Section
322, TheAuditor’s Consideration of the Internal Audit Function in an Audit of Financial Statements
9725, Supplementary Information in Relation to the Financial Statements as a Whole:Auditing Interpretations of Section 725

4.49, 4.66

14.76

AU-C Section
200, Overall Objectives of the Independent
Auditor and the Conduct of an Audit in
Accordance With Generally Accepted Auditing Standards

1.06, 1.23, 2.01,
4.01–.03, 4.20, 4.28,
4.93, 15.09, Appendix A
at 4.136

210, Terms of Engagement

4.04–.05, 15.07

230, Audit Documentation

4.08–.09, 13.45–.47

240, Consideration of Fraud in a Financial
Statement Audit

4.23, 4.34, 4.46,
4.93–.94, 13.46,
Appendix A at 4.136

250, Consideration of Laws and Regulations in an Audit of Financial Statements

4.10–.14, 4.16–.20,
4.20, 4.23, 5.52, 5.80,
11.25, 12.10, 12.15–.16,
12.19, 12.21, 12.34,
12.38, 12.43, 12.78

260, The Auditor’s Communication With
Those Charged With Governance

4.24, 4.26, 13.06, 13.43

265, Communicating Internal Control Related Matters Identified in an Audit
300, Planning an Audit
315, Understanding the Entity and Its Environment and Assessing the Risks of Material Misstatement

320, Materiality in Planning and Performance of an Audit

4.28–.29, 7.78, 13.43
4.32, 4.35, 4.46
4.35, 4.37, 4.39, 4.41,
4.43–.44, 4.46–.47,
4.51, 4.54, 4.56, 4.59,
4.62, 4.94, 7.76, 10.29,
11.23, 13.17, 15.10,
Appendix A at 4.136
15.09
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Title

Paragraphs

330, Performing Audit Procedures in Response to Assessed Risks and Evaluation
the Audit Evidence Obtained

4.35, 4.62, 6.92, 6.94,
13.17, Appendix A at
4.136

402, Audit Considerations Relating to an
Entity Using a Service Organization

4.56, 5.50, 5.79, 6.88,
7.89, 8.124

450, Evaluation of Misstatements Identified During the Audit

4.71, 4.84, 4.93, 9.32,
13.03, 13.06

500, Audit Evidence
501, Audit Evidence—Specific Considerations for Selected Items
505, External Confirmations
510, Opening Balances—Initial Audit Engagements, Including Reaudit Engagement
520, Analytical Procedures
530, Audit Sampling
540, Auditing Accounting Estimates, Including Fair Value Accounting Estimates
and Related Disclosures
550, Related Parties
560, Subsequent Events
570, The Auditor’s Consideration of an Entity’s Ability to Continue as a Going Concern
580, Written Representations
600, Special Considerations—Audits of
Group Financial Statements

5.50, 7.80
5.49, 5.56, 5.78, 8.130,
8.133, 12.100,
13.07–.08
6.91, 6.94, 8.131
4.32
4.49, 11.23, 13.42
4.85
5.55–.56, 5.84

4.94, 13.17
13.40–.41, 14.47, 14.81,
14.100
13.25–.26, 13.29

7.87, 13.06, 13.10,
13.11, 13.14
3.28, 3.31, 3.32,
4.95–.108, 13.13, 14.36,
14.85

620, Using the Work of an Auditor’s Specialist

5.51, 7.89

700, Forming an Opinion and Reporting
on Financial Statements

4.49, 4.125, 4.129,
4.135, 11.20, 13.18,
14.05, 14.12–.13, 14.25,
14.46–.50, 15.02, 15.13,
Appendix A at 4.136

705, Modifications to the Opinion in the
Independent Auditor’s Report

5.52, 5.80, 14.20, 14.25,
14.31, 14.81, 15.02,
15.03

706, Emphasis-of-Matter Paragraphs and
Other-Matter Paragraphs in the Independent Auditor’s Report

13.30, 14.24, 14.59
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AUDIT CONSIDERATIONS . . . . . . . . 4.01–.136
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. Misstatements and audit
adjustments . . . . . . . . . . . . . . . . 13.02–.06
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. Opinion units, applying auditing standards
to . . . . . . . . . . . . . . . . . . 14.05–.11, 14.22
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COMMITMENTS TO EXPENDITURE . . . . 8.106
COMMITTED FUND BALANCE . . 10.13, 10.23
COMMUNICATING WITH AUDITEE
. Audit planning . . . . . . . . . . . . . . . . . . . . 4.48
. Auditing considerations . . . . . 4.07, 4.24–.29,
. . . . . . . . . . . . . . . . . . 4.34, 4.135, 13.43
. On fraud possibilities . . Appendix A at 4.136
. GAAS . . . . . . . . . . . . . . . . 4.25, 4.27, 13.44
. General purpose reports . . 2.01, 2.48, 11.01
. Governance entities . . . . . . . . . . . . . 13.06,
. . . . . . . . . . . . . . . . . . . . 13.43–.44, 16.09
. On internal control . . . . . . . . . . . . . 4.28–.29
COMPARATIVE FINANCIAL
STATEMENTS . . . . . . . . . . . . . . . . 2.54–.55
COMPENSATED ABSENCES
. Audit reporting (Example
A-7) . . . . . . . . . . . . . Appendix A at 14.103
. Employment-related expenses and
liabilities . . . . . . . . . . . . . . . . . . 8.17, 14.08
COMPETITIVE BID SALE OF MUNICIPAL
SECURITIES . . . . . . . . . . . . . . . . . . . 16.01
COMPETITIVE BIDDING REQUIREMENTS

8.08

COMPLIANCE REQUIREMENTS
. Auditing considerations . . . . . 4.10–.23, 4.30
. Budget auditing . . . . . . . . . . . . . . 11.25–.26
. Capital assets . . . . . . . . . . . . . . . . . . . . 7.09
. Cash, investments, and investment-related
transactions . . . . . . . . . . . . . . . . . 5.06–.10
. Categories . . . . . . . . . . . . . . . . . . . . . . 4.13
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COMPLIANCE REQUIREMENTS—continued
. Debt . . . . . . . . . . . . . . . . . . . . . . . 6.06, 8.08
. Expense/expenditure and liability
activities . . . . . . . . . . . . . . . . . . 8.08, 8.132
. Financial instruments . . . . . . . . . . 5.06, 5.10,
. . . . . . . . . . . . . . . . . . . . . . 5.52, 5.69–.70
. Financial reporting . . . . . . . . . . . . . . . . 2.57
. Net position audits . . . . . . . . . . . . . . . 10.27
. Revenue transactions . . . . . . . . . . . . . . 6.06
. School districts . . . . . . . . . . . . . . . . . 12.15
. Special-purpose governments . . . . . . . 12.10,
. . . . . . . . . . . . . . . . . . . 12.15, 12.77–.78
COMPONENT, DEFINED . . . . . . . . . . . 4.98–.99
COMPONENT AUDITOR, AUDIT
REPORTING . . . . . . . . . . 3.32, 14.36–.39
COMPONENT UNITS
. Activity statement classifications . . . . . . 6.72
. Adoption of new accounting principle
by . . . . . . . . . . . . . . . . . . . . . . . . . . 14.59
. Alternative reporting . . . . Appendix A at 2.67,
. . . . . . . . . . . . . . . . . . . . Table A-1 at 2.67
. Another auditor’s work impact on RSI and
SI . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3.37
. Audit reporting . . . . . . . . . 14.54–.59, 14.91
. Audit reporting (Example A-3–A-4,
A-11–A-12 ) . . . . . . . Appendix A at 14.103
. Auditing considerations . . . . . . . . . . 3.28–.31,
. . . . . . . . . . . . . . . 4.06, 4.34, 4.48, 4.68,
. . . . . . . . . . . . . 4.70, 4.73–.77, 4.98–.99,
. . . . . . . . . . . . . . . . . 4.103, 4.116, 4.124
. Blending method of reporting 3.12–.14, 3.16
. Colleges and universities . . . . . . . . . . 12.101
. Debt guarantees by primary
government for . . . . . . . . . . . . . . . . . 8.102
. Defined . . . . . . . . . . . . . . . . . . . . 3.08, 4.99
. Departure from GAAP . . . . . . . . . . . . . . 3.33
. Discrete presentation method of
reporting . . . . . . . . 3.15, 3.19–.21, 12.32,
. . . . . . 14.04, 14.17, 14.28, 14.30, 14.57
. Distinguished from components . . . . . . . 4.99
. Early adoption of accounting principal
compared to primary government . . . . 3.37
. Expense, activities with primary
government as . . . . . . . . . . . . . . . . . . 8.06
. Financial reporting entity . . . . . . . . . 3.01–.02,
...............
3.25–.26, 8.06, 14.58
. Fiscal-year end vs. primary
governments . . . . . . . . . . . . . . . . . . . 3.18
. Government-wide financial statements . . 2.11
. Inclusion of unaudited component
in financial reporting entity’s
financial statements . . . . . . . . . . . . . . 3.37
. Intra-entity activity and
balances . . . . . . . . . . . . . . 9.05, 9.21–.26
. Lease agreements . . . . . . . . . . . . . . . 12.32
. Lotteries as . . . . . . . . . . . . . . . . . . . 12.120
. Mission of, audit reporting . . . . . . 14.54–.57
. Notes to financial statements . . . . . . . . 3.22
. Relationship to primary
government . . . . . . . 3.10, 3.18, 3.24–.26,
. . . . . . . . . . . . . . . . . . 3.29, 8.42, 12.101
. Revenues and receivables . . . . . . 6.05, 12.90
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COMPONENTS
. Distinguished from component units . . . 4.99
. Group audit
engagement . . . . . . . 4.98–.99, 4.104–.107
COMPREHENSIVE ANNUAL FINANCIAL
REPORT (CAFR)
. Audit report . . . . . . . . . . . . . . . 14.03, 14.63
. Auditing considerations . . . . . . . . . 4.25, 4.34
. Fund financial statements . . . . . . . . . . . 2.53
. OI . . . . . . . . . . . . . . . . . . . . . . . . . . . 4.135
. SI . . . . . . . . . . . . . . . . . . . . . . . . 4.126–.127
COMPUTERS
. Software costs, internal use . . . . . . 7.54–.59
. Systems and internal control . . . . . . . . . 4.56
CONCENTRATIONS OF CREDIT
RISK . . . . . . . . . . . . . . . . . . . . . . . . . . 5.05
CONCLUDING THE AUDIT . . . . . . . 13.01–.41
. Analytical procedures . . . . . . . . . . . . . 13.42
. Communicating with governance
entities . . . . . . . . . . . . . . . . . . . . 13.43–.44
. Generally . . . . . . . . . . . . . . . . . . . . . . 13.01
. Going concern consideration . . . . . 13.19–.30
. Litigation, claims, and
assessments . . . . . . . . . . . . . . . 13.07–.09
. Misstatements and audit
adjustments . . . . . . . . . . . . . . . . 13.02–.06
. Related-party transactions . . . . . . . 13.15–.18
. Subsequent events . . . . . . . . . . . . 13.31–.41
. Written representations . . . 13.06, 13.10–.14

CONTROLS
. Internal See internal control
. Relevant, revenues and receivables . . . . 6.87
COOPERATIVE INVESTING
AGREEMENTS . . . . . . . . . . . . . . . 5.13–.15
COPs See certificates of participation
COST-BASED MEASURES FOR INVESTMENT
REPORTING . . . . . . . . . . . . . . . . . 5.24–.25
COST-SHARING MULTIPLE-EMPLOYER
DEFINED BENEFIT PENSION
PLAN . . . . . . . . . . . . . . . 8.21, 8.24, 8.38
CREDIT RATINGS . . . . . . . . . . . . . . . . . . . 5.40
CREDIT RISK . . . . . 5.05, 5.40–.41, 5.67–.68
CUSTODIAL CREDIT RISK . . . . . . . 5.05, 5.41
CUSTOMER DEPOSITS . . . . . . . . . . . . . . . 8.76

D

CONDUIT DEBT . . . . . . . . . 8.99–.100, 12.31

DEBT . . . . . . . . . . . . . . . . . . . . . . . . 8.83–.105
See also deferred revenue; liabilities
. Bond and other anticipation notes . . 8.86–.87
. Compliance requirements . . . . . . . 6.06, 8.08
. Conduit debt . . . . . . . . . . . 8.99–.100, 12.31
. Defeasance of . . . . . . . . . 5.74, 8.103–.105
. Demand bonds . . . . . . . . . . . . . . . . . . . 8.93
. Generally . . . . . . 8.07, 8.12, 8.15–.16, 8.83
. Governmental funds . . . . . . . 8.12, 8.86–.87,
. . . . . . . . . . . . . . . . 8.90–.91, 8.97, 8.111
. Government-wide financial
statement . . . . 8.85, 8.89–.91, 8.97, 8.104
. Long-term debt instruments See long-term
debt
. Payment appropriations . . . . . . . . . . . . . 8.42
. Proprietary funds . . . 8.89, 8.97, 8.103–.105
. Revenue sharing . . . . . . . . . . 6.33, 8.42–.50
. Short-term . . . . . . . . . . . . . 8.84–.85, 8.117
. Special assessment debt . . . 6.63, 8.94–.98
. Variable-rate . . . . . . . . . . . . . . . . . . . . 8.117

CONFIDENTIAL RECORDS . . . . . . . . . . . . 6.97

DEBT GUARANTEES . . . . . . . . . . . 8.101–.102

CONFIDENTIALITY . . . . . . . . . . . . . . . . . . 4.49

DEBT INVESTMENT POOLS . . . . . . 5.40, 5.42

CONDENSED SUMMARY FINANCIAL
STATEMENTS . . 14.93–.94, 14.96, 16.16
CONDITION ASSESSMENTS,
REPLICABLE . . . . . . . . . . . . . . . 7.47, 7.88
CONDITION ASSESSMENTS OF
INFRASTRUCTURE
ASSETS . . . . . . . 7.47–.50, 7.52, 7.84–.91

CONFIRMATIONS
. Of expenses . . . . . . . . . . . . . . . . . . . . 8.131
. Of receivables . . . . . . . . . . . . . . . . 6.91–.94
CONTINGENCIES
. Gain contingencies . . . . . . . . . . . . . . . . 8.71
. Loss contingencies . . . . . . . . 6.34, 8.69–.71
. Nonexchange transactions . . . . . . . . . . 6.19
CONTINGENT FEATURES, DERIVATIVE
INSTRUMENT REPORTING . . . . . . . . . 5.76
CONTINUING DISCLOSURES OF MUNICIPAL
SECURITIES . . . . . . . . . . . . . . . 16.04–.05
CONTRACT-BASED COMPLIANCE
REQUIREMENTS . . . . . . . . . . . . . . 4.13–.15
CONTRACTUAL BASIS OF
ACCOUNTING . . . . . . . . . . . . . . . . . . 15.01
CONTRIBUTED SERVICES . . . . . . . . . . . . 6.44
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DEBT SECURITIES, INVESTMENT
IN . . . . . . . . . . . . . . . . . . . . . . . 5.40, 5.42
See also municipal securities
DEBT SERVICE FUNDS . . . . . . . . . 2.28, 8.92
DECENTRALIZATION OF ENTITY FINANCIAL
OPERATIONS . . . . . . . . . . . . . 6.87, 8.124
DEFEASANCE OF DEBT . . . 5.74, 8.103–.105
DEFERRED CHARGES

2.05, 3.16, 8.77–.78

DEFERRED COMPENSATION PLANS . . . . 8.18
DEFERRED INFLOW OF RESOURCES
. Auditing . . . . . . . . . . . . . . . . . . . . . . . . 3.28
. Financial reporting considerations . . . . . 2.05,
. . . . . . . . . . . . 2.11, 2.15, 2.17, 2.19–.20
DEFERRED OUTFLOW OF RESOURCES
. Auditing . . . . . . . . . . . . . . . . . . . . . . . . 3.28
. Financial reporting considerations . . . . . 2.05,
. . . . . . . . . . . . 2.11, 2.15, 2.17, 2.19–.20
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Subject Index
DEFERRED REVENUE
. Auditing receivables . . . 6.86, 6.89–.90, 6.98
. Donations . . . . . . . . . . . . . . . . . . . . . . . 6.37
. Financial statement presentation . . 3.16, 3.26
. Fines . . . . . . . . . . . . . . . . . . . . . . . . . . 6.39
. General recognition and reporting . . 6.13–.14
. Nonexchange fees . . . . . . . . . . . . . . . . 6.40
. Nonexchange transactions
Table 6-1 at 6.17
. Property tax recognition and reporting
6.29
. Sales of receivables and future revenues 6.60
. Statement of financial position . . 2.05, 2.06,
. . . . . . . . . . . . 2.11, 2.15, 2.17, 2.19–.20
. Tax payment recognition and reporting
6.24
DEFINED BENEFIT PENSION PLANS
. Agent multiple-employer plan 8.21–.23, 12.58
. Cost-sharing multiple-employer
plan . . . . . . . . . . . . . . . . . 8.21, 8.24, 8.38
. Financial instruments . . . . . . . . . . . . 5.44–.45
. Generally . . . . . . . . . . . . . . . . . . . 2.50, 8.21
. Note disclosures . . . . . . . . . . . . . . 5.39, 8.25
. Revenue recognition . . . . . . . . . . . . . . . 6.52
. RSI . . . . . . . . . . . . . . . . . . . . . . . . . . . . 8.25
. Single-employer plan . . . . . . . 8.21–.24, 8.26
. Special-purpose
governments . . . . . . . . . 12.44–.50, 12.58
DEFINED CONTRIBUTION PENSION
PLANS . . . . . . . . 2.50, 8.21, 8.27, 12.59
DEMAND BONDS . . . . . . . . . . . . . . . . . . . 8.93
DEPARTMENTAL AUDITS, STATE
GOVERNMENTS . . . . . . . . . . . . . . . 12.114
DEPARTMENTAL FINANCIAL STATEMENTS
. Audit reporting . . . . . . . . . . . . . . . . . . 14.91
. Audit reporting (Example
A-15) . . . . . . . . . . . . Appendix A at 14.103
DEPARTMENT-LEVEL BUDGET . . . . . . . . 11.07
DEPOSITS, COLLATERALIZATION OF . . . 5.09
DEPOSITS FROM CUSTOMERS AND
DEVELOPERS . . . . . . . . . . . . . . . . . . . 8.76
DEPRECIATION
. Alternative reporting . . . . Appendix A at 2.67,
. . . . . . . . . . . . . . . . . . . . Table A-1 at 2.67
. Capital asset reporting . . . . . . . . . 7.02, 7.20
. Capital asset use and
reporting . . . . . . . . . . . . Table 7-1 at 7.11,
. . . . . . . . . . . . . . . . . . . . Table 7-2 at 7.12
. Disclosures for . . . . . . . . . . . . . . . . 7.71–.72
. As expense, capital asset reporting 7.27–.30
. Impairment of capital asset
situation . . . . . . . . . . . . . . . . . . . 7.42, 7.44
. Modified approach for infrastructure
assets . . . . . . . . . . . . . . . . . . . . . . . . 7.51
. Useful lives of assets . . 7.39, 7.72, 7.82–.83
DERIVATIVE INSTRUMENTS . . . . . . . . 5.57–.88
. Auditing considerations . . . . . . . . . . 5.78–.88
. Compliance requirements and
policies . . . . . . . . . . . . . . . . . . . . 5.69–.70
. Defined . . . . . . . . . . . . . . . . . . . . . . . . 5.59
. Generally . . . . . . . . . . . . . . . 5.08, 5.57–.59

DERIVATIVE INSTRUMENTS—continued
. Hedging type . . . . . . . . . . . . 2.15, 5.61–.62,
. . . . . . . . . . . . . . . . . . . . . . 5.68, 5.72–.76
. Hybrid type . . . . . . . . . 5.63–.65, 5.67, 5.76
. Investment type . . . . . . . . . . . . . . 5.60, 5.76
. Outside of GASB Statement No. 53
scope . . . . . . . . . . . . . . . . . . . . . . . . . 5.66
. Reporting considerations . . . . . . . . . 5.71–.77
. Risk . . . . . . . 5.58, 5.67–.68, 5.70, 5.84–.86
DERIVED TAX REVENUES . . . . . . . 6.16, 6.17,
. . . . . . . . . . . . . . . . . . . . . . . . . . . 6.24–.27
DEVELOPER DEPOSITS . . . . . . . . . . . . . . 8.76
DIFFERENT IDENTIFIABLE ACTIVITIES,
COLLEGES AND UNIVERSITIES . . . . 12.98
DISCLAIMER OF OPINION
. Departures from GAAP, auditor’s
report . . . . . . . . . . . . . . . . . . . . 14.32–.35
. Materiality, audit reporting . . . . . . . . . . 14.10
. Scope limitations, auditor’s report 14.29–.31
. SI, audit reporting . . . . . . . . . . . . . . . . 14.78
DISCLOSURES
. Auditing capital assets . . . . . . . . . . . . . 7.75
. Auditing net positions . . . . . . . . . . . . . 10.25
. Budgetary . . . . . . . . . . . . . . . . . . 11.14–.16
. Capital assets . . . . . . . . . . . . 7.71–.72, 7.75
. Cash, investments, and investment-related
transactions . . . . . . . . . . . . . . . . . 5.38–.42
. Colleges and universities . . . . . . . . . . . 12.79
. Expenses/expenditures and
liabilities . . . . . . . . . . . . . . . . . . 8.117–.119
. Going concern consideration . . . . . . . . 13.22
. By management, written
representations . . . . . . . . . . . . . . . . . 13.10
. Net position in financial statement
reconciliation . . . . . . . . . . . . . . . 10.23–.24
. Revenues and receivables . . 6.83, 6.85, 6.86
DISCRETE PRESENTATION METHOD OF
REPORTING, COMPONENT
UNITS . . . . . . . . . . . 14.04, 14.17, 14.28,
. . . . . . . . . . . . . . . . . . . . . . . 14.30, 14.57
DOCUMENTATION
. Cash, investments, and investment-related
transactions . . . . . . . . . . . . . . . . . 5.16–.17
. Completing the audit . . . . . . . . . . . 13.45–.47
. Fraud consideration . . . Appendix A at 4.136
DONATIONS
. Of capital assets . . . . . . . . . . . . 7.13, 7.32,
. . . . . . . . . . . . . . . . . . . . Table 7-2 at 7.12
. Revenue recognition . . . . . . . 6.06, 6.36–.38
DONOR-RESTRICTED ENDOWMENT
FUNDS . . . . . . . . . . . . . . . . . 12.91, 12.95

E
EARLY RETIREMENT REINSURANCE PROGRAM
(ERRP) . . . . . . . . . . . . . . . . . . . . . . . . 8.39
ECONOMIC RESOURCES MFBA . . . . . . 2.11,
. . . . . . . . . . . . . . . . . . . . . . . . . . 6.15, 8.10
EDUCATIONAL INSTITUTIONS See colleges
and universities; school districts
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EMBEDDED DERIVATIVES . . . . . . . . . 5.63–.65

EQUITY METHOD OF ACCOUNTING

EMMA (ELECTRONIC MUNICIPAL MARKET
ACCESS) SYSTEM . . . . . . . . . . . . . . 16.05

EQUITY REPORTING
See also net position
. Colleges and universities . . . . . . . . . . . 12.79

EMPHASIS-OF-MATTER PARAGRAPH,
AUDITOR’S REPORT . . . . . . 14.24, 14.25,
. . . . . . . . . . 14.38, 14.43, 14.55, 14.59,
. . . . . . . . . . . 14.88, 14.92, 15.13, 15.15
EMPLOYEE RETIREMENT INCOME SECURITY
ACT OF 1974 (ERISA) . . . . . . . . . . . 12.43
EMPLOYMENT-RELATED EXPENSES AND
LIABILITIES
. Compensated absences . . . . . . . 8.17, 14.88
. Deferred compensation plans
(IRC Section 457) . . . . . . . . . . . . . . . . 8.18
. Generally . . . . . . . . . . . . . . . . . . . . . . . 8.08
. Health care . . . . . . . . . . . . . . . . . . . . . . 8.39
. Postemployment See postemployment benefit
plans
. Termination benefits . . . . . . . . . . . . . . . 8.19
. Unemployment compensation benefit
plans . . . . . . . . . . . . . . . . . . . . . . . 12.119
ENABLING LEGISLATION AND RESTRICTED
POSITIONS . . . . . . . . . . . . . . . . . . . . 10.06
ENCUMBRANCES . . . . . . . . 10.23, 11.09–.10
ENDOWMENTS
. Activity statement classifications . . . 6.70–.71
. Colleges and universities . . 12.89, 12.91–.95
. Donor-restricted . . . . . . . . . . . . . . . . . 12.95
. Financial statements . . . . . . . . . . . . . . . 5.34
. Land and other real estate
5.24, 5.46, 7.34
. Revenues and receivables . . . . . . . 5.34, 6.35
ENGAGEMENT LETTER . . . . . . . . . . . 4.05–.06
ENTERPRISE FUNDS
. Aggregation of funds . . . . . . . . . . 2.31, 2.32
. Capitalization of assets . . . . . . . . . . . . . 7.13
. College revenue and cash-flow
classifications . . . . . . . . . . . . . . . 12.83–.89
. Generally . . . . . . . . . . . . . . . . . . . 2.28, 2.29
. Net position in . . . . . . . . . . . . . 10.21, 10.24
. Proprietary fund financial statement . . . . 2.37
. Segment information . . . . . . . . . . . . . . 8.119
. Special-purpose governments in business-type
activities . . . . . . . . . . . . . . . . . 12.07, 12.09
ENTITLEMENTS . . . . . . . . . . . 6.06, 6.31–.34,
. . . . . . . . . . . . . . . . . . . . . . 8.08, 8.42–.45
ENTITY AND ITS ENVIRONMENT,
UNDERSTANDING . . . . . . . . . . . . . 4.41–.66
. Analytical procedures . . . . . . . . . . . 4.44–.45
. Audit team, discussion among . . . . . . . 4.46
. Auditor’s understanding of . . . . . . . . 4.47–.66
. Generally . . . . . . . . . . . . . . . 4.41–.42, 4.47
. Government . . . . . . . . . . . . . . . . . . 4.48–.50
. Internal audit function . . . . . . . . . . . 4.65–.66
. Internal control . . . . . . . . . . . . . . . . 4.51–.57
. Net position audits . . . . . . . . . . . . . . . 10.29
. Risk assessment procedures . . . . . . 4.43–.46,
. . . . . . . . . . . . . . . . . Appendix A at 4.136
EQUITY, AS TERM, NET POSITION
PROVISIONS . . . . . . . . . . . . . . . . . . . 10.02
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5.22–.23

ERISA See Employee Retirement Income
Security Act of 1974
ERRP See Early Retirement Reinsurance
Program
ESCHEAT PROPERTY . . . . 8.81, 12.126–.129
ESCROW AGENT PAYMENTS . . . . . . . . . 8.111
ESTABLISHMENT OF FUNDS . . . . . . . . . . 4.13
EVIDENCE

See audit evidence

EXCHANGE TRANSACTIONS . . . . . 6.13, 6.41,
. . . . . . . . . . . . . . . . . . . . . . 6.45–.55, 8.05
EXPENSES/EXPENDITURES AND
LIABILITIES . . . . . . . . . . . . . . . . 8.01–.133
. Activity statement classifications 8.107–.114
. Advance refundings . . . . . . . . . . . 8.103–.105
. Agency funds . . . . . . . . . . 8.44, 8.82, 8.114
. Auditing considerations . . . 4.13, 8.122–.133,
. . . . . . . . . . . . . . . . . . Appendix A at 4.136
. Claims and judgments . . . . . . . . . . . 8.63–.71
. Colleges and universities . . . . . . . . 12.97–.98
. Commitments to . . . . . . . . . . . . . . . . . 8.106
. Commitments to capital expenditures . . 7.73
. Compliance requirements . . . . . . 8.08, 8.132
. Computer software costs (internal
use) . . . . . . . . . . . . . . . . . . . . . . . 7.54–.59
. Debt See debt
. Deferred charges (prepaid items) . . . . . 8.77
. Deposits from customers and
developers . . . . . . . . . . . . . . . . . . . . . 8.76
. Depreciation as, capital asset
reporting . . . . . . . . . . . . . . . . . . . 7.27–.30
. Disclosures . . . . . . . . . . . . . . . . . 8.117–.119
. Employment-related See employment-related
expenses and liabilities
. Escheat property . . . . . . . . . . . . . . . . . 8.81
. Financial position statement
classifications . . . . . . . . . . . . . . 8.115–.116
. Fund-raising costs . . . . . . . . . . . . 8.53, 12.99
. General recognition standards . . . . . 8.10–.16
. Generally . . . . . . . . . . . . . . . . . . . . 8.01–.09
. Grants, entitlements, shared
revenues . . . . . . . . . . . . . . 8.08, 8.42–.45
. In-substance defeasances . . . . . . 8.103–.105
. Interfund activity See interfund activity and
balances
. Internal activity See internal activity and
balances
. Intra-entity activity See intra-entity activity and
balances
. Inventory . . . . . . . . . . . . . . . . . . . . 8.79–.80
. Joint activities . . . . . . . . . . . . . . . . . . . . 8.53
. Landfill closure and postclosure care
costs . . . . . . . . . . . . . . . . . . . . . . 8.54–.57
. MD&A . . . . . . . . . . . . . . . . . . . . . 8.120–.121
. Operating leases . . . . . . . . . . . . . . 8.72–.75
. Pollution remediation obligations . . . 8.58–.62
. Postemployment benefits . . . . . . . . 8.29–.41

Subject Index
EXPENSES/EXPENDITURES AND
LIABILITIES—continued
. Proprietary funds . . . . . . . . . 6.77–.78, 8.09,
. . . . . . . . . . . . . . . . . . . . . . . . 8.74, 8.112
. Sales and pledges of receivables . . . . . 8.51
. Service concession arrangements . . 8.46–.50
. Special-purpose governments . . . . 12.97–.98
. State government programs . . . 12.115–.125
. Unrelated business income taxes . . . . . 8.52
EXTERNAL CONFIRMATION OF
RECEIVABLES . . . . . . . . . . . . . . . . . . . 6.92
EXTERNAL INVESTMENT
POOLS . . . . . . 5.14–.15, 5.43, 12.65–.72
EXTRAORDINARY ITEMS . . . . . . . . 6.71, 6.75,
. . . . . . . . . . . . . . . . . . . . . . . 8.109, 8.111

F
FAA

See Federal Aviation Administration

FACILITY, SERVICE CONCESSION
ARRANGEMENTS . . . . . . . . . . . . . 7.65–.70
FAIR VALUE
. Actuarial value vs. . . . . . . . . . . . . . . . . 8.34
. Auditing considerations . . . . . 5.50, 5.55–.56,
. . . . . . . . . . . . . . . . . . . . . . 5.81, 5.83–.84
. Cash, investments, and investment-related
transactions . . . . . . . . . . . . . . . 5.22, 5.26,
. . . . . . . . . . . . . . . . . 5.31, 5.50, 5.55–.56
. Defined . . . . . . . . . . . . . . . . . . . . . . . . 5.21
. Defined benefit pension plans . . . . . . . . 5.44
. Derivative instruments . . 5.61–.62, 5.67–.69,
. . . . . . . . . 5.71, 5.76–.77, 5.81, 5.83–.84
. Hedging derivatives . . . . . . . . . . . . . . . 2.15
. Investments . . . . . . . . . . . . . . . . . 5.22, 5.31
. Land and other real estate . . . . . . . . . . 5.46
FDS

See financial data schedule

FEDERAL AVIATION ADMINISTRATION
(FAA) . . . . . . . . . . . . . . . . . . . . . 12.21–.22
FEDERAL LAND GRANT INCOME, COLLEGE
AND UNIVERSITY . . . . . . . . . . . . . . . 12.86
FEES AS REVENUE
. Advance payments . . . . . . . . . . . . . . . . 6.49
. Nonexchange fees . . . . . . . . 6.40–.41, 8.44
. System development fees . . . . . . . . . . . 6.79
. User fees . . . . . . . . . . . . . . . . . . . . 6.47–.51
FIDUCIARY FUNDS
See also trust funds and agreements
. Alternative reporting . . . . Appendix A at 2.67,
. . . . . . . . . . . . . . . . . . . . Table A-1 at 2.67
. Capital assets . . . . . . . . . . . 7.02, 7.11, 7.34,
. . . . . . . . . . . . . . . . . . . . Table 7-2 at 7.12
. Financial statement presentation . . . 2.40–.42
. Generally . . . . . . . . . . . . . . . . . . . 2.28, 2.30
. Interfund movements . . . . . . . . . . . . . . 7.60
. Inventories . . . . . . . . . . . . . . . . . . . . . . 8.79
. Net position . . . . . . . . . . . . . . . . . . . . 10.22
. Revenues and receivables . . . 6.08, 6.81–.82
. Special-purpose governmental
reporting . . . . . . . . . . . . . . . . . . 12.08–.09
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FINANCIAL DATA SCHEDULE (FDS) . . . 12.26
FINANCIAL INSTRUMENTS . . . . . . . . 5.01–.88
. Activities statement classifications . . 5.31–.36
. Auditing considerations . . 5.49–.56, 5.78–.88
. Cash and investments . . . . . . . . . . . 5.05–.56
. Compliance requirements . . . . . . 5.06, 5.10,
. . . . . . . . . . . . . . . . . . . . . . 5.52, 5.69–.70
. Defined benefit pension plans . . . . . 5.44–.45
. Derivative instruments See derivative
instruments
. Generally . . . . . . . . . . . . . . . . . . . . 5.01–.04
. OPEB plans . . . . . . . . . . . . . . . . . . 5.44–.45
. Presentation of financial
statement . . . . . . . . . . . . . . 5.27–.37, 5.81
. Proprietary funds . . . . . . . . . . . . . . 5.35–.36
. Risk in . . . . . . . . . . . 5.05, 5.08, 5.18, 5.38
FINANCIAL REPORTING
CONSIDERATIONS . . . . . . . . . . . . 2.01–.67
See also financial statement
. Alternative methods . . . . . 2.66, 8.41, 12.57,
. . . . . Appendix A at 2.67, Table A-1 at 2.67
. Auditing considerations . . . . . . . . . . 2.56–.66
. Capital assets . . . . . . 7.10, Table 7-2 at 7.12
. Colleges and universities . . . . . . . . 12.74–.76
. Fund financial statements . . . . . . . . 2.25–.43
. Generally . . . . . . . . . . . . . . . . . . . . . . . 2.01
. Government-wide financial
statements . . . . . . . . . . . . . . . . . . 2.11–.24
. Historical perspective . . . . . . . . . . . 2.02–.06
. MD&A . . . . . . . . . . . . . . . . . . . . . . . 2.09–.10
. Net position in financial statement
reconciliation . . . . . . . . . . . . . . . 10.05–.24
. Notes to financial statement . . . . . . 2.44–.47
. OI . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2.53
. Prior-period comparative financial
information . . . . . . . . . . . . . . . . . . 2.54–.55
. RSI . . . . . . . . . . . . . . . . . . . . . . . . . 2.48–.51
. SI . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2.53
. Special-purpose governments . . . . . . . . 2.42
FINANCIAL REPORTING ENTITY . . . . 3.01–.37
. Audit procedures . . . . . . . . . . . . . . 3.30–.31
. Auditing considerations . . . . . . . . . . 3.28–.37
. Component units . . . . . 3.01–.02, 3.25–.26,
. . . . . . . . . . . . . . . . . . . 3.37, 8.06, 14.58
. Definition of financial reporting
entity . . . . . . . . . . . . . . . . . . . . . . 3.05–.11
. Disclosures . . . . . . . . . . . . . . . . . . . 3.21–.23
. Documenting changes in . . . . . . . . . . . . 3.36
. GASB standards . . . . . . . . . . . . . . . 3.04–.37
. Generally . . . . . . . . . . . . . . . . . . . . 3.01–.03
. Presentation of financial
statement . . . . . . . . . . . . . . 3.12–.20, 3.33
. Related entities . . . . . . . . . . . . . . . 3.23, 3.27
. RSI . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3.24
FINANCIAL REPORTING MODEL,
DEFINED . . . . . . . . . . . . . . . . . . . . . . . 2.02
FINANCIAL STATEMENT, PREPARED IN
ACCORDANCE WITH A SPECIAL PURPOSE
FRAMEWORK . . . . . . . . . . . . . . 15.01–.16
. Accounting and financial reporting
considerations . . . . . . . . . . . . . . 15.01–.06
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FINANCIAL STATEMENT, PREPARED IN
ACCORDANCE WITH A SPECIAL PURPOSE
FRAMEWORK—continued
. Auditing considerations . . . . . . . . . 15.07–.15
. Auditor’s reports . . . . . . . . . . . . . . 15.13–.15
. Illustrative auditor’s reports (Examples A-1
and A-2) . . . . . . . . . . . Appendix A at 15.16
. Overview of reporting requirements
for . . . . . . . . . . . . . . . Appendix B at 15.16
FINANCIAL STATEMENTS . . . . . . . . . 2.07–.49
. Activity classifications . . . . . . . . . . . . . . 2.58
. Audit reporting (Example A-1–
A-17) . . . . . . . . . . . . Appendix A at 14.103
. Audit reporting, governmental financial
statements . . . . . . . . . . . . . . . . . . . . 14.12
. Comparative . . . . . . . . . . . . . . . . . . 2.54–.55
. Compliance requirements See compliance
requirements
. Donor-imposed restrictions . . . . 12.91, 12.95
. Endowment funds . . . . . . . . . . . . . . . . . 5.34
. Fund See fund financial statements
. Future revenues, sales of . . . . . . . . . . . 6.59
. Generally . . . . . . . . . . . . . . . . . . . . 2.07–.08
. Government-wide See government-wide
financial statement (GWFS)
. MD&A . . . . . . . . . . . . . . . . . . . . . . . 2.09–.10
. Notes to See notes to financial statement
. Prepared in accordance with a special purpose
framework . . . . . . . . . . . . . . . . . 15.01–.16
. Presentation See presentation of financial
statement
. Prior-period comparative . . . . . . . . . 2.54–.55
. Reconciliation, net position in . . . . 10.01–.31
. Related entities . . . . . . . . . . . . . . . 3.23, 3.27
. Restricted assets . . . . . . . . . . . . . . . . . 2.60
. Sales of receivables . . . . . . . . . . . . . . . 6.59
. Special-purpose governments . . . . . . . . 2.52
. Statement of activities See statement of
activities
. Statement of financial position See statement
of financial position
. Subsequent events . . . . . . . . . . . . 13.38–.39
FINANCING AUTHORITIES . . . . . . . 12.28–.35
FINES AS RECEIVABLES . . . . . . . . . . . . . 6.39
FISCAL ACCOUNTABILITY, DEFINED . . . . 2.03
FISCAL-YEAR END, PRIMARY GOVERNMENT
VS. COMPONENT UNITS . . . . . . . . . . 3.18
FOOD STAMP PROGRAMS . . . . . . . . . . 12.118
FOREIGN CURRENCY RISK

5.05, 5.40, 5.67

FRAUD
. Auditing considerations . . . . . . . . . . . . . 4.16,
. . . . . . . . . . . . . . . . . Appendix A at 4.136
. Due to material misstatement . . . 4.16, 4.23,
. . . . . . . . . . . . . . . . . . Appendix A at 4.136
. Municipal securities . . . . . . . . . . . . . . . 16.03
. Risk factors, defined . . . Appendix A at 4.136
FUNCTION IN STATEMENT OF ACTIVITIES,
DEFINED . . . . . . . . . . . . . . . . . . . . . . . 2.21
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FUND, DEFINED . . . . . . . . . . . . . . . . . . . . 2.27
FUND ACCOUNTING . . . . . . . . 2.02–.03, 2.27,
. . . . . . . . . . . . . . . . . . . . . . . . . 6.05, 8.06
See also fund financial statements
FUND EQUITY, AS TERM . . . . . . . . . . . . 10.02
See also net position
FUND FINANCIAL STATEMENTS . . . . 2.25–.43
See also individual funds
. Aggregation, fund . . . . . . . . . . . . . . 2.31–.32
. Audit planning . . . . . . . . . . . . . . . . . . . . 4.25
. Audit reporting on individual . . . . . 14.87–.90
. Auditing considerations . . . . . . . . 4.35, 4.37,
. . . . . . . . . . . . . . . . 4.68–.69, 4.77, 13.06
. CAFR . . . . . . . . . . . . . . . . . . . . . . . . . . 2.53
. Classifications, fund . . . 2.27–.30, 2.58, 5.37
. Component units . . . . . . . . . . . . . . . . . 3.20
. Governmental fund financial
statements . . . . . . . . . . . . . . . . . . 2.33–.35
. Major funds . . . . . . . . . . . . . . . . . . . . . 2.59
. Reconciliations . . . . . . . . . . . . . . . . . . . 2.43
. Statement of activities . . . . . . . . . . . . . 2.12
. Statement of revenues, expenditures and
changes in balances . . . . . . . . . 8.110–.111
FUND NET POSITION, PROPRIETARY . . 10.09
FUND-LEVEL BUDGET . . . . . . . . . . . . . . 11.07
FUND-RAISING ACTIVITIES . . . . . . . . . . 8.53,
. . . . . . . . . . . . . . . . . . . . . . . . 12.18, 12.99
FUTURE REVENUES, SALE
OF . . . . 6.56–.58, 6.60, 6.80, 8.78, 9.24

G
GAAP See generally accepted accounting
principles
GAAS See generally accepted auditing
standards
GAIN CONTINGENCIES . . . . . . . . . . . . . . 8.71
GAINS AND LOSSES, INVESTMENT
REVENUES . . . . . . . . . . . . . . . . . . 5.31–.32
GASB See Governmental Accounting
Standards Board
“GASB DEFINED” SUPPLEMENTARY
INFORMATION (SI)
. Audit reporting . . . . 14.03, 14.63, 14.65–.67
. Audit reporting
(Example A-14) . . . . . Appendix A at 14.103
. Auditing considerations . . . 4.01, 4.126–.127,
. . . . . . . . . . . . . . . . . . . . . . . . 4.129–.130
. External investment pool . . . . . . . . . . . 12.70
. Financial reporting . . . . . . . . . . . . . . . . 2.53
. Financial statement presentation . . . . . . 3.13
. Statement of activities . . . . . . . . . . . . 8.119
. SUB . . . . . . . . . . . . . . . . . . . . . . . . . . . 2.01
GENERAL CAPITAL ASSETS . . . . . 7.02, 7.37
GENERAL FUND . . . 2.28, 2.32, 10.15, 14.67
GENERAL FUND FINANCIAL STATEMENTS,
AUDIT REPORTING EXAMPLES (EXAMPLE
A-15) . . . . . . . . . . . Appendix A at 14.103

Subject Index
GENERAL INFRASTRUCTURE ASSETS . . 7.30
GENERAL OBLIGATION BONDS . . . . . . . . 8.88
GENERAL REVENUES . . . . . . . 2.22, 6.66–.73
GENERALLY ACCEPTED ACCOUNTING
PRINCIPLES (GAAP)
. Asset classes . . . . . . . . . . . . . . . . . 7.79–.80
. Audit reporting . . . 14.01–.02, 14.04, 14.27,
. . . . . . . . . . . 14.32–.35, 14.52–.53, 14.88
. Auditing considerations 2.56, 4.12–.13, 4.15
. Auditor’s report departures from . . 14.32–.35
. Budget reporting . . . . . 11.04, 11.14, 11.20
. Budgetary basis . . . . . . . . . . . . . . . . . 11.11
. Colleges and universities . . . . . . . . . . . 12.75
. Component unit reporting departures
from . . . . . . . . . . . . . . . . . . . . . . . . . . 3.33
. Debt guarantees as commitments . . . . 8.101
. Departmental, agency, and program financial
statements . . . . . . . . . . . . . . . . . . . . 14.91
. External investment pools . . . . . . . . . . 12.71
. Financial statements in accordance with but
not with GASB . . . . . . . . . . . . . . . . . 14.92
. Fund accounting structure . . . . . . . . . . . 2.02
. Fund classifications . . . . . . . . . . . . . . . . 2.58
. GASB standards and . . . . . . . . . . Appendix D
. Generally . . . . . . . . . . . . . . . 1.07, 1.09–.14
. Governmental departure from . . . . 14.32–.35
. Individual fund financial statement
auditing . . . . . . . . . . . . . . . . . . . . . . 14.87
. Materiality judgment by auditor . . . . . . 13.05
. Missing major fund information . . . . . . 14.53
. Net position provisions . . . . . . . 10.01, 10.26
. Notes to financial statements . . . . . 2.61–.62
. Opinion formation by auditor
and . . . . . . . . . . . . . . . . 14.07–.08, 14.10
. Pension plans . . . . . . . . . . . . . . . . . . . 12.41
. Pledged receivables . . . . . . . . . . . . . . . 6.58
. Prior-period comparative financial
information . . . . . . . . . . . . . . . . . . 2.54–.55
. Revenues and receivables . . . . . . . . . . . 6.98
. RSI . . . . . . . . . . . . . . . . . . 2.50, 2.64, 4.126
. Special purpose financial statements
accounting and reporting . . . . . . 15.02–.06,
......................
15.08, 15.11
GENERALLY ACCEPTED AUDITING
STANDARDS (GAAS)
. Audit planning . . . . . . . . . . . . . . . . . . . . 4.30
. Auditor’s report in accordance
with . . . . . . . . . . . . . . 14.13, 14.23, 14.41
. Communicating with auditee . . . . . . . . . 4.25,
.......................
4.27, 13.44
. Generally . . . . . . . 1.05–.06, 4.01–.02, 4.16
. Illegal acts . . . . . . . . . . . . . . . . . . . . . . 4.11
. Revenues and receivables . . . . . . . . . . . 6.06
GENERAL-PURPOSE GOVERNMENTS,
DEFINED . . . . . . . . . . . . . . . . . . 1.04, 3.06
GOING CONCERN CONSIDERATION,
CONCLUDING THE AUDIT . . . . 13.19–.30
GOVERNANCE ENTITIES, COMMUNICATING
WITH . . . . . . . . . 13.06, 13.43–.44, 16.09
GOVERNMENT ANNUAL FINANCIAL
REPORTS See audit reporting
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GOVERNMENTAL ACCOUNTING STANDARDS
BOARD (GASB) . . . . . . . . . . . . . . . 3.04–.37
. Audit reporting . . . . . . . . . . . . . . . . . . 14.02
. Auditing considerations . . . . . . . . . 4.01, 4.31
. Budgetary compliance . . . . . . . . . . . . 11.01,
. . . . . . . . . . . . . . . . . . . 11.12–.13, 11.25
. Categories of guidance . . . . . 1.11, 1.13–.14
. Component unit data . . 3.25–.26, 14.58–.59
. Definition of financial reporting
entity . . . . . . . . . . . . . . . . . . . . . . 3.05–.11
. Disclosures . . . . . . . . . . . . . . . . . . . 3.21–.23
. Financial instrument standards
(Table 5-1) . . . . . . . . . . . . . . . . . . 5.01–.02
. Financial reporting . . . . . . . . . . . . . . . . 2.01
. GAAP standards and . . . . . . . . . . Appendix D
. GAAP-compliant financial statements not in
accordance with . . . . . . . . . . . . . . . . 14.92
. “GASB defined” SI See “GASB defined”
supplementary information
. Generally . . . . . . . . . 1.01, 1.09, 3.01, 3.04
. Indian tribes . . . . . . . . . . . . . 12.103, 12.106
. Materiality determination . . . . . . . . . 4.69–.70
. Nongovernmental component units . . . 4.116
. Presentation of financial statement
3.12–.20
. Related entities . . . . . . . . . . . . . . . . . . . 3.27
. RSI . . . . . . . . . . . . . . . . . . . . . . . 3.24, 4.131
. SI . . . . . . . . . . . . . . . . . . . . . . . . 4.126–.127
. Special purpose financial statement accounting
and reporting . . . . . . . . . . . . . . . . . . 15.06
GOVERNMENTAL ENTITY . . . . . . . . . . 1.01–.24
See also financial reporting entity
. Applicable standards overview . . . . . 1.15–.20
. Auditing considerations . . . . . . . . . . 4.48–.50
. Budgeting, unique aspects
of . . . . . . . . . . . . . 11.01–.02, 11.18, 11.22
. Changes made to text from previous
edition . . . . . . . . . . . . . . . . . . . . Appendix E
. College and university appropriations . . 12.85
. Communicating with See communicating with
auditee
. Compliance requirement
environment . . . . . . . . . . . . 4.12–.15, 4.21
. Defined . . . . . . . . . . . . . . . . . . . . . 1.01–.02
. Expense/expenditure and liability
auditing . . . . . . . . . . . . . . . . . . . . . . 8.129
. Fraud risks for . . . . . . . . . . . . . . . . . . 4.102
. GAAP overview for . . . . . . . . . . . . . 1.09–.14
. Going concern consideration . . . . . . . . 13.22
. Internal control aspects . . . . . . . . . . . . 4.55
. Investments and investment related-transaction
audits . . . . . . . . . . . . . . . . . . . . . . . . . 5.56
. Net position auditing . . . . . . . . . . . . . . 10.30
. Organization of present guide . . . . . . . . 1.24
. Other sources of guidance . . . . . . . 1.21–.23
. Responsibilities, outlining . . . . . . . . . 4.12–.13
. Scope and purpose . . . . . . . . . . . . 1.01–.08
GOVERNMENTAL EXTERNAL INVESTMENT
POOLS . . . . . . . . . 5.14–.15, 5.43, 12.65
GOVERNMENTAL FINANCIAL
STATEMENTS . . . . . . . . . . . . . . 14.12–.62
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GOVERNMENTAL FUNDS
See also major funds; individual funds
. Alternative reporting . . . . Appendix A at 2.67,
. . . . . . . . . . . . . . . . . . . . Table A-1 at 2.67
. Audit reporting (Example
A-5 ) . . . . . . . . . . . . . Appendix A at 14.103
. Balances, net positions . . . 10.10–.18, 10.23,
. . . . . . . . . . . Tables 10-2 to 10-3 at 10.18
. Capital asset reporting . . . . . . . . 2.33, 7.11,
. . . . . . . . . . . . 7.31–.32, Table 7-2 at 7.12
. Capital leases . . . . . . . . . . . . . . . . . . . . 7.37
. Debt reporting . . . . . . 8.12, 8.86, 8.90–.91,
. . . . . . . . . . . . . . . . . . . 8.93, 8.97, 8.111
. Encumbrances . . . . . . . . . . . . . . . . . . 11.09
. Expenses/expenditures and
liabilities . . . . . . . . . . . . . . . 8.09, 8.11–.12,
. . . . . . . . . . . . . . . 8.38, 8.74, 8.110–.111
. Generally . . . . . . . . . . . . . . . 2.28, 2.33–.35
. Individual fund audit reporting . . . . 14.87–.90
. Interfund movements . . . . . . . . . . 7.61, 9.10
. Inventories . . . . . . . . . . . . . . . . . . . . . . 8.79
. MFBA . . . . . . . . . . . . . . . . . . . . . 6.11, 10.08
. Revenue classifications
6.08, 6.74–.75
GOVERNMENTAL OPERATOR, SERVICE
CONCESSION ARRANGEMENTS 7.69–.70
GOVERNMENTAL TRANSFEROR, SERVICE
CONCESSION ARRANGEMENTS 7.66–.68
GOVERNMENT-MANDATED NONEXCHANGE
TRANSACTIONS
. Defined . . . . . . . . . . . . . . . . . . . . . . . . 6.16
. Endowments . . . . . . . . . . . . . . . . . . . . . 6.35
. Grants, entitlements and shared
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INVOLVEMENT WITH . . . . . . . . 16.01–.24
. Attestation engagements . . . . . . . . . . . 16.24
. Auditing interpretations of official
statements . . . . . . . . . . . . . . . . . 16.19–.23
. Conditions affecting auditor
association . . . . . . . . . . . . . . . . . 16.07–.12
. GAS reports and references prohibition 16.13
. Generally . . . . . . . . . . . . . . . . . . . 16.01–.06
. Letters for underwriters . . . . . . . . 16.14–.18
. Official statement clarification when there is
not auditor involvement . . . . . . . . . . . 16.12
MUNICIPAL SECURITIES RULEMAKING BOARD
(MSRB) . . . . . . . . . . . . . . . . . . . 16.04–.05

N
NATIONAL COUNCIL ON GOVERNMENTAL
ACCOUNTING (NCGA) . . . . . . . . . . . . 2.02
NEGOTIATED SALE OF MUNICIPAL
SECURITIES . . . . . . . . . . . . . . . . . . . 16.01
NET ASSETS See net position
NET PENSION OBLIGATION (NPO) . . 8.22–.23
NET POSITION
. Additions vs. revenues . . . . . . . . . . . . . 6.08
. Alternative reporting . . . . Appendix A at 2.67,
. . . . . . . . . . . . . . . . . . . . Table A–1 at 2.67
. Changes in accounting principles and . . 2.14
. Classification system . . . . . . . . . . . . . . 2.17
. Defined . . . . . . . . . . . . . . . . . . . . . . . 10.03
. Derivative instrument valuation . . . 5.64, 5.71
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NET POSITION—continued
. Endowment classifications . . . . . . . 12.91–.92
. Expenses/expenditures and
liabilities . . . . . . . . . . . . . . . . . . 8.115–.116
. Fiduciary fund financial statement . . 2.40–.42
. Fiduciary fund statement of
changes . . . . . . . . . . . . . . . . . . . . 6.81–.82
. Financial statement reconciliation
10.01–.31
. Government-wide financial statement . . . 2.11,
. . . . . . . . . . . . . . . . . . . . . . . . . . 2.15–.20
. Liabilities, relationship to . . . . . . . . . . . 10.06
. MFBA . . . . . . . . . . . . . . . . . . . . 10.04, 10.08
. Net investment income reporting . . . . . . 5.45
. Presentation of financial
statement . . . . . . . . . . . . . . . . . . 2.36, 2.38
. Proprietary fund financial statement . . . . 2.37
. Reporting interfund balances and
activities . . . . . . . . . . . . . . . . . . . . . . . 9.15
. Reporting internal balances and
activities . . . . . . . . . . . . . . . . . . . . . . . 9.16
. Restricted . . . . . . . . . . . . . . . . . . . . . . 10.06
. Unrestricted . . . . . . . . . . . . . . . . . . . . 10.06
NET POSITION IN FINANCIAL STATEMENT
RECONCILIATION . . . . . . . . . . . 10.01–.31
. Auditing considerations . . . . . . . . . 10.25–.31
. Balanced deferred inflows and outflows of
resources . . . . . . . . . . . . . . . . . . . . . . 2.20
. Colleges and universities . . . . . . . . . . . 12.79
. Disclosures . . . . . . . . . . . . . . . . . . 10.23–.24
. Fiduciary fund net position . . . . . . . . . 10.22
. Financial reporting considerations
10.05–.24
. Generally . . . . . . . . . . . . . . . . . . . 2.05, 2.11
. Governmental fund balances . . . . . 10.10–.18,
............
Tables 10-2–10-3 at 10.18
. Government-wide statement of net
position . . . . . . . . . . . . . 10.06–.08, 10.19,
. . . . . . . . . . . . . 10.24, Table 10-1 at 10.07
. Nature of transactions . . . . . . . . . 10.01–.05
. Proprietary fund net position . . . . . . . . 10.09
. Reconciliations of net position and changes in
net position . . . . . . . . . . . . . . . . 10.05–.06,
. . . . . . . . . . . . . . . . 10.09–.16, 10.19–.22
NET (EXPENSE) REVENUE/NET COST . . 2.22
NET SETTLEMENT, DERIVATIVE
INSTRUMENTS . . . . . . . . . . . . . . . . . . 5.59
NETWORK OF ASSETS . . . . . . . . . . 7.19, 7.22
NONAPPROPRIATED BUDGETS . . . . . . . 11.04
NONATTEST SERVICES BY AUDITOR AND
INDEPENDENCE . . . . . . . . . . . . . . . . 4.123
NONCOMPLIANCE, DEFINED . . . . . . . . . . 4.11
NONEXCHANGE FEES, AS
REVENUE . . . . . . . . . . . . . 6.40–.41, 8.44
NONEXCHANGE TRANSACTIONS
. Auditing considerations . . . . . . . . . . . . . 4.13
. Contributed services . . . . . . . . . . . . . . . 6.44
. Donations from nongovernmental
entities . . . . . . . . . . . . . . . . . . . . . 6.36–.38
. Endowments . . . . . . . . . . . . . . . . . . . . . 6.35
. Expenses/expenditures . . . . . . . . . . . . . 8.05
. Fines . . . . . . . . . . . . . . . . . . . . . . . . . . 6.39
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NONEXCHANGE TRANSACTIONS—continued
. Generally . . . . . . . . . . 2.13, 6.03, 6.16–.23,
. . . . . . . . . . . . . . . . . . . . Table 6-1 at 6.17
. Government-mandates See governmentmandated nonexchange transactions
. Imposed nonexchange
revenues . . . 6.16–.17, 6.28–.30, 6.39–.41
. Income and sales taxes . . . . 6.06, 6.24–.27
. Intergovernmental revenues . . . . . . . 6.31–.34
. Nonexchange fees . . . . . . . . 6.40–.41, 8.44
. On-behalf payments for fringe benefits and
salaries . . . . . . . . . . . . . . . . . . . . . . . 6.43
. Pass-through grants . . . . . . . . . . . . . . . 6.42
. Property taxes . . . . . . . . . . . . . . . . 6.28–.30
. Revenues and receivables . . . . . . . . 6.16–.44
. Timing of recognition . . . . . . . . . . . . . . 6.13
. Voluntary See voluntary nonexchange transactions
NONGOVERNMENTAL ENTITIES
. Component use of private-sector
standards . . . . . . . . . . . . . . . . . . . . . . 3.35
. Donations from . . . . . . . . . . . . . . . . 6.36–.38
NONOPERATING EXPENSES, PROPRIETARY
FUNDS . . . . . . . . . . . . . . . . . . . . . . . 8.112
NONOPERATING REVENUES, PROPRIETARY
FUNDS . . . . . . . . . . . . . . . . . . . . . . . . 6.78
NONRECIPROCAL INTERFUND ACTIVITY

9.02

NONRECOGNIZED EVENTS . . . 13.31, 13.33,
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . 13.35
NONSPENDABLE FUND BALANCE . . . . 10.11
NOTE DISCLOSURES, COLLEGES AND
UNIVERSITIES . . . . . . . . . . . . . . . . . . 12.79
NOTES TO FINANCIAL STATEMENTS
. Capital asset disclosures . . . . . . . . 7.71–.72
. Colleges and universities . . . . . . . . . . . 12.79
. Component units . . . . . . . . . . . . . . . . . 3.22
. Derivative instrument reporting . . . . . . . 5.76
. Financial reporting . . . . . . . . . . . . . 2.44–.47
. Generally . . . . . . . . . . . . 2.44–.47, 2.61–.62
. Nongovernmental standards usage . . . . 3.35
. Primary government . . . . . . . . . . . . . . . 2.46
. Related entities . . . . . . . . . . . . . . . . . . . 3.23
“NOT-FOR-PROFIT” MODEL USE BY
GOVERNMENT, ALTERNATIVE
REPORTING . . . . . . . Appendix A at 2.67,
. . . . . . . . . . . . . . . . . . . . Table A-1 at 2.67
NPO See net pension obligation

O
OBJECT-LEVEL BUDGET . . . . . . . . . . . . 11.07
OCBOA See other comprehensive basis of
accounting
OFFICIAL STATEMENTS, MUNICIPAL
SECURITIES SALES
. Auditing interpretations of . . . . . . . 16.19–.23
. Clarification when there is not auditor
involvement . . . . . . . . . . . . . . . . . . . 16.12
. Defined . . . . . . . . . . . . . . . . . . . . . . . 16.02
. GAS reports and references in . . . . . . 16.13
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OFFSETS, NET ASSET . . . . . . . . . . . . . . . 2.17
ON-BEHALF PAYMENTS FOR FRINGE
BENEFITS AND SALARIES . . . . . . . . . 6.43,
. . . . . . . . . . . . . . . . . . . . . . . . . 6.44, 8.45
OPEB PLANS See other than pension
benefits (OPEB) plans

OTHER THAN PENSION BENEFITS (OPEB)
PLANS—continued
. RSI . . . . . . . . . . . . . . . . . . . . . . . . . . . 12.55
OTHER-MATTER PARAGRAPH . . . . . . . 14.24,
......................
15.13, 15.15

P

OPERATING EXPENSES, PROPRIETARY
FUNDS . . . . . . . . . . . . . . 6.77–.78, 8.112

PASSENGER FACILITY FEES (PFC)

OPERATING FUND . . . . . . . 2.28, 2.32, 10.15

PASS-THROUGH GRANTS . . . . . . . 6.42, 8.44

OPERATING LEASES . . . . . . . . . . . . . 8.72–.75

PAYMENTS IN LIEU OF TAXES
(PILOT) . . . . . . . . . . . . . . . . . . . 9.02, 9.35

OPERATING REVENUES, PROPRIETARY
FUNDS . . . . . . . . . . . . . . . 5.35, 6.77–.78
OPERATIONAL ACCOUNTABILITY,
DEFINED . . . . . . . . . . . . . . . . . . . . . . . 2.03
OPERATOR, GOVERNMENTAL, SERVICE
CONCESSION . . . . . . . . . . 8.46, 8.49–.50
OPINION PARAGRAPH OF AUDIT
REPORT . . . . . . . . . . . . . . . . . . . . . . 14.88
OPINION UNITS, APPLYING AUDITING
STANDARDS TO
. Audit reporting . . . . . . 14.05–.11, 14.19–.22
. Audit reporting (Example
A-2–A-3) . . . . . . . . . . Appendix A at 14.103
. Auditing capital assets . . . . . . . . . . . . . 7.75
. Auditor’s responsibility . . . . . . . . . . . . . . 4.16
. Capital asset auditing . . . . . . . . . . . 7.75–.91
. Cash, investments, and investment-related
transactions . . . . . . . . . . . . . . . . . . . . 5.53
. Evaluation coverage . . . . . . . . . . . . . . . 4.51
. Generally . . . . . . . . . . . . . . . . . . . 14.04–.11
. Group audit engagement 4.100–.103, 4.109
. Importance of . . . . . . . . . . . . . . . . . 4.73–.77
. Material misstatement risk . . . . . . . . . . 4.38
. Materiality determination 4.73–.78, 4.81–.82
. Misstatement judgments . . 4.51, 4.64, 13.02
. Special purpose financial
statements . . . . . . . . . . . . . . . . . 15.11–.12
. Special-purpose governments . . . . . . . 12.09,
......................
12.12, 14.09
OTHER COMPREHENSIVE BASIS OF
ACCOUNTING (OCBOA) . . . . . . . . . . 15.01
See also financial statement, prepared in
accordance with a special purpose
framework
OTHER INFORMATION (OI)
. Audit reporting . . . . . . . . . . . . . . . 14.80–.85
. Auditing considerations 4.127, 4.128, 4.135
. Auditor’s analysis of . . 14.63–.64, 14.80–.86
. Budgetary comparison information as
11.21
. Generally . . . . . . . . . . . . . . . . . . . 2.53, 2.63
OTHER THAN PENSION BENEFITS (OPEB)
PLANS
. Administered as trusts
8.36–.37, 12.51–.57
. As expense or liability . . . . . . . . . . . 8.29–.41
. As financial instrument . . . . . . . . . . 5.44–.45
. Not administered as trusts or
equivalents . . . . . . . . . . . . . . . . . 12.58–.59
. Revenue recognition . . . . . . . . . . . . . . . 6.52

12.22–.23

PELL GRANTS . . . . . . . . . . . . . . 12.79, 12.82
PENSION PLAN OBLIGATIONS
See also postemployment benefit plans
. Expenses/expenditures and
liabilities . . . . . . . . . . . . . . 8.19–.28, 8.118,
. . . . . . . . . . . . . . . Updates 8-3–8-4 at 8.20
. Special purpose financial statement accounting
and reporting . . . . . . . . . . . . . . . . . . 15.05
PENSION TRUST FUNDS . . . . . . . . . . . . . 2.28
PERFORMANCE BUDGETS . . . . . . . . . . . 11.06
PERFORMANCE MATERIALITY,
DEFINED . . . . . . . . . . . . . . . . . . . . 4.81–.84
PERMANENT ENDOWMENTS . . . . . 12.91–.92
PERMANENT FUNDS . . . . . . . . . . . . . . . . 2.28
PERS

See public employee retirement system

PFC See passenger facility fees
PHAs See public housing authorities
PILOTS

See payments in lieu of taxes

PLEDGES . . . . . . . . . . . . . . . . . . . . . . . . . 6.21
PLEDGES (PROMISES TO
GIVE) . . . . . . 6.36–.38, 6.58, 8.51, 12.79
POLLUTION REMEDIATION . . . . . . 7.01, 7.44,
. . . . . . . . . . . . . . . . . . . . . . 7.64, 8.58–.62
POPULAR REPORTS . . . . . . 14.93, 14.95–.96
POSTEMPLOYMENT BENEFIT
PLANS . . . . . . . . . . . . . . . . . . . 12.40–.59
. Contributions to other governments . . . . 8.26
. Defined benefit pension plans See defined
benefit pension plans
. Defined contribution pension
plans . . . . . . . . . . 2.50, 8.21, 8.27, 12.59
. Generally . . . . . . . . . . 2.50, 8.20, 12.40–.43
. OPEB plans See other than pension benefits
(OPEB) plans
. Other than pension or termination . . 8.29–.41
. Pension plan reporting . . . . . . . . . . . . . 8.19
. PERs See public employee retirement system
. PERS and . . . . . . . . . . . . . . . . . . . . . . . 8.28
. Public employee retirement system . . . 12.40
. Termination benefits . . . . . . . . . . . . . . . 8.19
. Unemployment compensation . . . . . . 12.119
POTENTIAL HEDGING DERIVATIVE
INSTRUMENT . . . . . . . . . . . . . . 5.62, 5.72
PREAUDIT CONFERENCE . . . . . . . . . . . . . 4.34
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PREPAID ITEMS . . . . . . . . . . . . . . . . . . . . 8.77
PRESENTATION OF FINANCIAL STATEMENTS
. Auditing considerations . . . . . 2.56–.66, 7.75
. Auditing net positions . . . . . . . . . . . . . 10.25
. Budgetary comparison schedules or
statements . . . . . . . . . . . . . . . . . 11.19–.21
. Capital assets . . . . 7.13–.30, 7.33–.34, 7.75
. Colleges and universities . . . . . . . . . . . 12.79
. Discrete method for component
units . . . . . . . . . . . . 3.15, 3.19–.21, 12.32,
. . . . . . 14.04, 14.17, 14.28, 14.30, 14.57
. Expenses/expenditures and liabilities . . 8.122
. Fiduciary fund . . . . . . . . . . . . 2.40–.42, 7.34
. Financial instruments . . . . . . . 5.27–.37, 5.81
. Financial reporting entity . . . . 3.12–.20, 3.33
. Governmental funds . . . . . . . . . . . . 7.31–.32
. Government-wide financial
statements . . . . . . . . . . . . . . . . . . 7.13–.30
. Of incomplete financial reporting entity
3.33
. Interfund, internal, and intra-entity
activity . . . . . . . . . . . . . . . . . . . . . . . . 9.28
. Net position . . . . . . . . . . . . . 2.36, 2.37–.38
. OI See other information (OI)
. Prior-period financial information . . . 2.54–.55
. Proprietary funds . . . . . . . . . . . . . . . . . 7.33
. Revenues and receivables . . . . . . . . . . . 6.86
. RSI See required supplementary information
. Sections of . . . . . . . . . . . . Exhibit 2-1 at 2.08
. Service concession arrangements . . 7.66–.70
. SI See supplementary information (SI)
. Summary of standards . . . . . . . . . . 7.10–.12,
.....
Table 7-1 at 7.11, Table 7-2 at 7.12
PRIMARY GOVERNMENT
See also component units
. Accountability of . . . . . . . . . . . . . . . . . . 3.08
. Audit reporting . . . . . . . . . . . . . . . . . 14.10,
. . . . . . . . . . . . . . . . . 14.54–.59, 14.55–.56
. Audit reporting (Examples A-3,
A-11–A-12) . . . . . . . . Appendix A at 14.103
. Auditor independence rules . . . . . . . . . . 4.06
. Authority and fiscal responsibility . . . . . . 3.09
. Component units in general vs. . . . . . . . 2.11
. Defined . . . . . . . . . . . . . . . . . . . . . 3.05–.06
. Deposit and investment disclosures 5.38–.39
. Financial reporting entity . . . . . . . . . . . . 3.01
. Financial statement requirements . . . . . . 4.68
. Fiscal-year end vs. component units . . . 3.18
. Government-wide financial statements . . 2.11
. Intra-entity activity and
balances . . . . . . . . . . . . . . 9.05, 9.21–.26
. Multiple auditor issue . . . . . . . . . . . . . . 4.06
. Notes to financial statements . . . . . . . . 2.46
. Revenue and receivable sources,
internal . . . . . . . . . . . . . . . . . . . . . . . . 6.05
PRIMARY MARKET DISCLOSURES OF
MUNICIPAL SECURITIES . . . . . 16.04–.05
PRIOR-PERIOD COMPARATIVE FINANCIAL
INFORMATION . . . . . . . . . . . . . . 2.54–.55,
. . . . . . . . . . . . . . . . . . . 14.45–.51, 14.73
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PRIOR-YEAR FINANCIAL INFORMATION, “IN
RELATION TO” REPORTING . . . . . . 4.134,
......................
14.74, 14.86
PRIVATE CONTRIBUTIONS, COMPLIANCE
REQUIREMENTS . . . . . . . . . . . . . . . . . 8.08
PRIVATE PLACEMENT OF MUNICIPAL
SECURITIES . . . . . . . . . . . . . . . . . . . 16.01
PRIVATE-PURPOSE TRUST FUNDS

2.28, 6.64

PRIVATE-SECTOR NOT-FOR-PROFIT VS.
GOVERNMENTAL REPORTING IN HIGHER
EDUCATION . . . . . . . . . . . . . . . . . . . 12.79
PROFESSIONAL SKEPTICISM BY AUDIT
EXAMINER (APP A.) . . . . . . . . . . . . . . 4.72,
................
Appendix A at 4.136
PROGRAM AUDITS, STATE
GOVERNMENTS . . . . . . . . . . . . . . . 12.114
PROGRAM FINANCIAL STATEMENTS . . 14.91
PROGRAM REVENUES . . . . . . 5.34, 6.66–.73
PROGRAM-LEVEL BUDGET . . . . . . . . . . 11.07
PROMISES TO GIVE
(PLEDGES)
6.36–.38, 6.58, 8.51, 12.79
PROMISES TO GIVE (PROMISED
DONATIONS) . . . . . . . . . . . . . . . . . . . . 6.21
PROPERTY TAX REVENUES . . . . . . . . . . 6.06,
. . . . . . . . . . . . . . . . . . . . . . 6.28–.30, 6.96
PROPRIETARY FUNDS
. Alternative reporting . . . . Appendix A at 2.67,
. . . . . . . . . . . . . . . . . . . . Table A-1 at 2.67
. Capital asset reporting . . . . Table 7-2 at 7.12
. Capital assets . . . . . . . . . . . . . . . . 7.02, 7.33
. Debt reporting 8.89, 8.93, 8.97, 8.103–.105
. Expense reporting . . . . . . . . 6.77–.78, 8.09,
. . . . . . . . . . . . . . . . . . . . . . . . 8.74, 8.112
. Financial instruments . . . . . . . . . . . . 5.35–.36
. Flexible budgets . . . . . . . . . . . . . . . . . 11.05
. Fund net position in . . . . . . . . . . . . . . 10.09
. Generally . . . . . . . . . . . . . . . 2.28, 2.36–.39
. Interfund movements . . . . . . 7.60–.62, 9.10
. Inventories . . . . . . . . . . . . . . . . . . . . . . 8.79
. Landfill closure costs . . . . . . . . . . . . . . 8.55
. OPEB cost reporting . . . . . . . . . . . . . . . 8.37
. Operating lease expenses . . . . . . . . . . . 8.74
. Revenues and receivables . . . . . . 5.35, 6.08,
. . . . . . . . . . . . . . . . . . . . . . . . . . 6.76–.80
. Special-purpose governments . . 12.84, 12.89
PUBLIC EMPLOYEE RETIREMENT SYSTEM
(PERS) . . 8.28, 12.40, 12.42, 12.44–.45
PUBLIC ENTITY RISK POOLS . . . . 2.50, 5.25,
. . . . . . . . . . . . . . . . . . . . . 8.77, 12.60–.64
PUBLIC HOUSING AUTHORITIES
(PHAs) . . . . . . . . . . . . . . . . . . . . 12.24–.27
PUBLIC INSTITUTIONS OF HIGHER
LEARNING See colleges and universities
PUBLIC TRANSPIRATION
SYSTEMS . . . . . . . . . . . . . . . . . 12.36–.37
PURPOSE RESTRICTIONS ON RESOURCE
USAGE . . . . . . . . . . . . . . . . . . . . . . . . 6.18
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QUALIFIED OPINION
. Audit report scope limitations . . . . . . . 14.19
. Audit reporting . . . . . . . . . . . . 14.25, 14.28,
. . . . . . . . . . . . . . 14.33–.34, 14.46, 14.77
. Audit reporting (Example
A-4–A-5) . . . . . . . . . . Appendix A at 14.103
. Auditor’s report scope limitations . . . . 14.28
. Departures from GAAP . . . . . . . . . . . . 14.33
QUALIFIED STATE TUITION PROGRAMS
(QSTPS) . . . . . . . . . . . . . . . . 12.130–.131
QUASI-ENDOWMENT, DEFINED . . . . . . . 12.91

REQUIRED SUPPLEMENTARY INFORMATION
(RSI)—continued
. Financial reporting entity . . . . . . . . . . . . 3.24
. GASB-defined . . . . . . . . . . . . . . . . . . . . 4.01
. Generally . . . . . . . 2.01, 2.48–.51, 2.63–.64
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RESEARCH GRANTS AND CONTRACTS

12.84

RESOURCE CONCEPT AND ELEMENTS OF
GOVERNMENTAL FINANCIAL
STATEMENTS . . . . . . . . . 2.04, 2.11, 2.13

R

RESOURCE FLOWS STATEMENT, ELEMENTS
OF . . . . . . . . . . . . . . . . . . . . . . . . . 2.05–.06

RATE REGULATION, REVENUE
RECOGNITION . . . . . . . . . . . . . . . . . . 6.51

RESOURCE INFLOW See inflow of resources

REAL ESTATE
. College endowments . . . . . . . . . . . . . . 12.89
. Property tax revenues
6.06, 6.28–.30, 6.96
RECIPROCAL INTERFUND ACTIVITY . . . . 9.02
RECOGNIZED EVENTS . . . . . . . . . . 13.31–.34
RECOGNIZED INDIAN TRIBES . . 12.103–.106
REFUNDING OF TAXES . . . . . . . . . . . . . . 6.27
REGULATORY AGENCY, FINANCIAL
REPORTING IN ACCORDANCE
WITH . . . . . . . . . . . . . . . . . . . . . 15.11–.12
REGULATORY BASIS OF ACCOUNTING

15.01

REIMBURSEMENTS . . 6.19, 9.02, 9.07, 9.11
RELATED ENTITIES . . . . . . . . . . . . 3.23, 3.27
RELATED-PARTY TRANSACTIONS
. Audit considerations . . . . . . . . . . . . . . . 4.94
. Concluding the audit . . . . . . . . . . . 13.15–.18
. Special-purpose governments . . . . 12.32–.33
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